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THE  CONDITION  OF  THE 
SAVINGS  ASSOCIATION  INSURANCE  FUND 


FRIDAY,  JULY  28,  1995 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 
The  Committee  met  at  11:20  a.m.,  in  room  SD-538  of  the  Dirk- 
sen  Senate  Office  Building,  Senator  Alfonse  M.  D'Amato  (Chairman 
of  the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAD1MAN  ALFONSE  M.  D'AMATO 

The  Chairman.  The  hearing  will  reconvene  for  the  purposes  of 
reviewing  a  rather  serious  financial  problem  facing  the  Savings  As- 
sociation Insurance  Fund,  known  as  SAIF. 

Earlier  this  year,  Congressman  LaFalce  and  I  asked  the  General 
Accounting  Office  to  analyze  the  impact  of  a  substantial  premium 
differential  between  the  Bank  Insurance  Fund,  known  as  BIF,  and 
the  Savings  Association  Insurance  Fund,  hereafter  referred  to  as 
SAIF.  Such  a  differential  will  occur  when  the  FDIC  lowers  the  BIF 
premium.  And  we  know  that  will  take  place. 

The  GAO's  response  should  have  been  chilling  to  anyone  who 
read  it  and  analyzed  it.  They  concluded  that  such  a  premium  dif- 
ferential could:  One,  further  weaken  SAIF;  two,  force  thrifts  to  en- 
gage in  higher  risk  activities;  and  three,  cause  a  default  on  the  in- 
terest payments  for  FICO  bonds  issued  in  the  1980's  to  finance  the 
S&L  clean-up. 

The  General  Accounting  Office's  dire  prediction  may  come  true 
sooner  than  some  would  like  to  recognize.  Under  current  law,  the 
FDIC  must  lower  the  BIF  premiums  as  soon  as  it  determines  that 
BIF  is  fully  capitalized. 

I  understand  that  the  Federal  Deposit  Insurance  Corporation  is 
expected  to  make  this  determination  in  the  near  future.  We've 
asked  Chairman  Heifer  to  be  here  today  to  shed  light  on  this,  and 
we  have  Mr.  Greenspan,  Mr.  Hawke,  and  Mr.  Fiechter  to  address 
the  topic. 

The  purpose  of  this  hearing  is  to  examine  what  actions  this  Com- 
mittee and,  indeed,  the  Congress  of  the  United  States,  can  take  in 
order  to  avert  this  impending  financial  crisis. 

I  strongly  believe  that  we  have  a  responsibility  to  act  carefully, 
thoroughly,  and  without  regard  to  some  of  the  politics  that  exist 
within  the  community  that  we  are  examining. 

I  think  we  need  a  broad  consensus  and  I  believe  that  there  exists 
today  a  recognition  that  SAIF's  problems  are  both  serious  and  ur- 
gent. Witnesses  from  the  Federal  Reserve,  the  Treasury,  and  the 
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FDIC  and  OTS  will  testify  today,  not  only  on  the  scope  of  these 
problems,  but  also  on  possible  solutions. 

It's  not  good  enough  to  just  say  that  we  have  serious  problems. 
How  do  we  deal  with  them?  That  is  part  of  the  responsibility  that 
we  hold  both  in  the  Congress  and  in  terms  of  the  administrative 
capacities  that  those  who  are  here  to  testify  have. 

The  thrift  and  banking  industries  also  have  belatedly  recognized 
that  we  all  have  a  stake  in  finding  a  permanent  solution  to  this 
problem.  I  would  like  to  welcome  all  of  today's  witnesses  and  ex- 
press my  appreciation  for  their  efforts  on  this  important  situation. 

Some  have  said  that  SAIF's  problems  should  be  solved  by  the 
thrift  industry.  These  problems  are  more  than  thrift  problems.  As 
Chairman  Heifer  has  stated,  SAIF's  problems  affect  all  institutions 
which  are  protected  and  which  receive  the  benefits  of  Federal  de- 
posit insurance.  The  failure  to  address  these  problems  could  result 
in  a  loss  of  public  confidence  in  the  integrity  of  our  Nation's  deposit 
insurance  system. 

Still  others  think  that  taxpayers  should  continue  to  foot  the  bill. 
But  the  taxpayers  have  already  spent  over  $100  billion  on  the 
thrift  crisis.  I  believe  that  there  is  strong  consensus  within  the 
Congress  to  prevent  any  more  use  of  Federal  taxpayers'  dollars. 

I  feel  strongly  that  Congress  should  not  wait  for  a  crisis  to  be- 
come one  of  a  great  magnitude  before  acting.  SAIF's  financial  prob- 
lems are  serious  and  rapidly  approaching.  The  SAIF  is  currently  so 
undercapitalized,  that  the  failure  of  even  one  large  thrift  could  ex- 
ceed the  current  balance  in  the  fund,  leaving  the  taxpayers  exposed 
once  again. 

Congress  has  a  responsibility  to  address  the  SAIF's  financial 
problem  before  the  fund  is  further  weakened  and  a  crisis  occurs. 

As  the  Treasury  Department,  the  ABA  and  others  will  testify, 
Congress  must  also  address  the  future  of  the  thrift  charter  and 
thrift  industry. 

As  Chairman,  I'm  committed  to  a  complete  and  open  dialog  on 
these  issues  until  the  enactment  of  a  permanent  legislative  solu- 
tion. But  these  are  difficult  problems.  They  were  not  created  over- 
night and  they'll  not  be  resolved  overnight. 

The  outline  of  a  possible  solution  may  begin  to  emerge  from  to- 
day's hearings.  We  may  be  able  to  resolve  some  issues  sooner  rath- 
er than  later.  Other  issues  may  take  more  time  and  we'll  continue 
our  dialog  on  these  issues  with  all  concerned. 

Finally,  I  want  to  note  that  it's  unfortunate  that  Members  of  this 
Committee  are  confronted  once  again  with  the  lingering  problems 
of  the  S&L  crisis.  In  the  wake  of  that  crisis,  this  Committee  and 
financial  regulators  have  spent  over  a  decade  trying  to  restore  and 
maintain  public  confidence  in  our  financial  institutions  and  to  en- 
sure the  safety  and  soundness  of  their  operations. 

There  should  be  no  misunderstanding  about  my  resolve  to  bring 
before  the  Committee  legislation  that  will  preserve  and  build  upon 
this  prior  work.  Today's  hearing  is  the  culmination  of  a  long-run- 
ning dialog  between  the  Senate  Banking  Committee,  the  adminis- 
tration and  the  financial  regulators. 

Again,  I  want  to  express  my  appreciation  to  the  Administration 
and  to  all  of  those  regulators.  I  want  to  extend  my  thanks  for  their 


cooperation  and  I  look  forward  to  continuing  to  work  together  and 
to  hearing  their  testimony. 
Senator  Dodd. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd.  Thank  you,  Mr.  Chairman. 

I  want  to  begin  by  expressing  my  appreciation  to  you  for  schedul- 
ing these  hearings.  This  is  a  matter  which,  except  for  the  fact  you 
may  be  involved  in  it,  is  not  exactly  one  that's  going  to  attract  30- 
second  TV  spots  when  we  get  into  a  discussion  of  BIF  and  SAIF. 

The  Chairman.  Right. 

Senator  Dodd.  But,  nonetheless,  it's  a  critically  important  issue 
for  this  country  and  one  that  we  have  got  to  come  to  terms  with. 

The  facts  obviously  are  becoming  increasingly  clear  and  indis- 
putable, as  the  GAO  and  the  FDIC  and  the  Treasury  Department 
have  all  concluded  that  the  Savings  Association  Insurance  Fund, 
which  protects  Americans  with  deposits  at  thrifts  and  S&L's,  is  in 
trouble  and  its  future  prospects  are  increasingly  dim. 

There  are  a  number  of  reasons  why  SAIF,  the  abbreviation,  is 
having  such  difficulty,  ranging  from  the  shrinking  deposit  base  of 
the  thrift  industry  to  the  increasingly  untenable  burden  placed  on 
thrifts  by  their  FICO  bond  obligations.  But  it  is  two  recent  events 
that  have  moved  this  issue  to  the  fore.  First,  on  July  1,  1995,  SAIF 
became  responsible  for  all  thrift  failures.  And  second,  the  FDIC  is 
about  to  lower  the  premiums  paid  by  banks  by  members  of  the 
Bank  Insurance  Fund. 

Let  me  be  clear  that  I'm  not  opposed  to  lowering  the  BIF  pre- 
miums. Quite  the  contrary.  The  Federal  Deposit  Insurance  Cor- 
poration Improvement  Act  of  1991  clearly  states  that  BIF  pre- 
miums must  be  lowered  once  BIF  has  achieved  capitalization  of 
$1.25  for  every  $100  of  deposits.  This  has  occurred  much  quicker 
than  many  anticipated  4  years  ago  and  the  banking  industry 
should  be  commended,  in  my  view,  strongly  for  bringing  BIF  up  to 
full  capitalization. 

But  the  premium  disparity  that  will  result  from  lowering  the  BIF 
premiums  has  consequences  that  I  think  all  of  us  recognize  will 
further  imperil  SAIF.  This  significant  difference  in  the  cost  of  cap- 
ital will  put  added  pressure  on  the  thrift  industry.  As  thrifts  find 
it  harder  to  compete  with  banks  and  are  able  to  offer  less  attractive 
interest  rates  for  consumers,  it  is  possible  that  more  and  more  will 
face  financial  difficulties. 

The  more  of  these  thrifts  that  are  in  trouble,  the  fewer  there  will 
be  to  pay  SAIF  premiums,  the  longer  it  will  be  to  capitalize  the 
fund  and  the  problem  continues  to  spin.  As  it  stands  now,  the  fund 
is  not  equipped,  obviously,  to  deal  with  an  increase  in  thrift  fail- 
ures, thus  raising  the  extremely  dire  prospect  of  a  taxpayer  bail- 
out being  needed  to  protect  insured  deposits. 

Furthermore,  this  premium  disparity  creates  a  significant  incen- 
tive, in  my  view,  for  holding  companies  to  transfer  their  deposits 
from  SAIF-insured  banks  to  BIF-insured  banks.  As  a  matter  of 
fact,  this  event  is  already  taking  place. 

In  my  view,  this  places  significant  strains  on  the  remaining  insti- 
tutions. Not  only  are  we  confronted  with  the  prospect  of  SAIF  be- 
coming insolvent,  but  we  must  also  grapple  with  the  possibility 


that  thrifts  will  be  unable  to  meet  their  FICO  obligations.  Creating 
the  possibility  of  a  default  on  these  bonds.  Again,  a  taxpayer  bail- 
out looms  on  the  horizon  as  a  result  of  that  scenario  as  well. 

The  fact  is  that  the  American  public  makes  little  distinction,  in 
my  view,  between  these  two  funds.  What  they  see  when  they  walk 
into  a  bank  is  a  sticker  that  says  that  their  deposits  are  insured 
up  to  $100,000  by  the  FDIC.  Consequently,  the  troubles  faced  by 
SAIF,  the  uncertainty  and  worries,  could  easily  have  repercussions 
for  BIF-insured  institutions  as  well. 

Over  the  past  months,  many  in  this  Committee,  and  in  the  ad- 
ministration, the  regulatory  agencies  and  in  both  the  banking  and 
thrift  industries,  have  been  working  toward  a  solution,  and  I'm 
very  impressed  with  the  efforts. 

I  believe  that  a  significant  break-through  was  achieved  on  June 
29th,  when  the  thrift  industry  association,  America's  Community 
Bankers,  announced  that  they  would  support  a  one-time  assess- 
ment of  85  basis  points  on  their  members  to  raise  the  $6.1  billion 
needed  to  fully  recapitalize  SAIF. 

I  think  the  industry  deserves  full  credit  for  volunteering  to  take 
this  step  and  I  believe  that  it  has  made  the  solution  to  the  looming 
crisis  that  much  easier  to  achieve,  technically. 

Unfortunately,  there  is  little  chance  that  the  SAIF  problems  can 
be  fully  addressed  in  the  long  term  without  also  addressing  the 
FICO  bond  issue.  Spreading  out  the  bond  payments  over  all  FDIC- 
insured  institutions  will  not  present  an  overwhelming  burden  to 
any  one  institution  or  industry.  In  fact,  I  believe  that  the  assess- 
ment is  little  more  than  2-cents  per  $100  in  deposits,  or  a  little 
over  one  cent  after  taxes. 

I  am  well  aware  that  many  BIF-insured  institutions  are  resisting 
this.  After  all,  they  argue,  we  aren't  responsible.  It  wasn't  our  fault 
for  the  S&L  crisis  that  led  to  the  need  for  the  FICO  bonds.  They're 
absolutely  correct  in  that  statement. 

It's  also  true  that  the  vast  majority  of  SAIF-insured  institutions 
aren't  responsible  for  the  S&L  crisis,  either.  The  irony  of  the  FICO 
bond  obligations  is  that  it  is  those  institutions  that  did  nothing 
reckless  or  illegal  that  are  left  paying  the  bills  for  the  institutions 
that  bankrupted  themselves. 

It's  very  much,  I  think,  in  the  interest  of  every  institution  that 
has  insured  deposits  to  avoid  another  disaster  like  the  savings  and 
loan  crisis.  If  the  cost  of  avoiding  such  a  crisis  is  just  a  few  cents 
for  every  $100  of  deposits,  it  seems  to  me  like  a  good  investment. 
Taking  the  combined  action  of  the  special  assessment  on  thrifts 
and  spreading  out  the  FICO  bond  payments  will  get  us  most  of  the 
way  toward  accomplishing  the  goal  of  stabilizing  the  insurance 
funds. 

The  last  step  that  must  be  taken  is  eventually  to  merge  the 
funds.  Merging  the  funds  is  the  only  way,  I  think,  to  remove  any 
incentives  ior  banks  to  switch  from  one  fund  to  another  and  to  pre- 
vent economic  or  other  conditions  from  creating  new  or  future 
weaknesses  in  SAIF.  If  we  merge  the  funds,  the  next  logical  step 
is  to  consider  merging  the  thrift  and  banking  charters,  which  I  un- 
derstand is  a  very  complex  issue. 

Mr.  Chairman,  I  think  it's  impossible  for  us  to  consider  the 
changes  that  must  be  made  to  our  financial  services  industry  to 


prepare  for  the  future  if  we're  constantly  plagued  by  the  problems 
of  the  past.  Addressing  the  structural  weaknesses  in  the  Savings 
Association  Insurance  Fund  and  mitigating  the  consequences  of  the 
premium  disparity  will  help  clear  the  decks,  as  it  were,  for  our  con- 
sideration of  the  financial  modernization  issues  that  will  keep 
America  a  global  leader  in  this  industry. 

I  thank  you  again  for  holding  these  hearings. 

The  Chairman.  Senator,  thank  you  for  your  very  thoughtful 
statement.  And  it's  a  powerful  one  and  you  have  laid  it  out  with 
remarkable  clarity,  and  I  would  say  with  a  great  deal  of  political 
courage.  I  think  we  need  more  of  that. 

I  call  upon  the  industries  to  take  a  look  at  the  reality  of  the  situ- 
ation and  not  become  so  ingrained  in  just  looking  for  one-upsman- 
ship,  because  that's  what's  taking  place,  unfortunately,  now,  and 
it's  not  right. 

Senator  Bond. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Mr.  Chairman,  thank  you  very  much  for  holding 
this  hearing.  My  thanks  also  to  the  distinguished  panel.  I'm  par- 
ticularly gratified  that  the  leading  officials  in  the  administration 
and  Chairman  Greenspan  are  here  to  provide  us  advice  and  coun- 
sel as  we  navigate  this  very  important  and  very  tricky  path. 

I  had  hoped  to  be  able  to  attend  most  of  the  hearing,  but  as  I 
mentioned  earlier,  I  have  mark-ups  going  on  in  other  hearings.  I 
do  intend  to  review  very  carefully  all  the  testimony,  as  well  as  the 
written  statements. 

Mr.  Chairman,  there  is  certainly  not  an  easy  solution,  and  as  has 
already  been  discussed,  the  solutions  may  not  be  universally  palat- 
able. But  I  certainly  agree  with  the  previous  statements  that  we 
have  got  to  move  forward  with  a  solution.  It's  got  to  involve  sac- 
rifices from  the  various  parties. 

The  challenge  before  us  today  is  to  develop  a  solution  which  ap- 
propriately balances  the  needs  of  all  involved,  which  is  a  fancy  way 
of  saying,  keeping  everybody  unhappy,  but  not  rebellious. 

[Laughter.] 

I  am  particularly  troubled  about  the  undercapitalization  of  the 
SAIF  fund.  In  the  past  5  years,  thrift  assets  have  decreased  by  ap- 
proximately 25  percent.  The  shrinking  asset  base,  coupled  with  cal- 
culated attempts  to  evade  SAIF  premiums,  really  heighten  my  con- 
cern about  the  stability  of  the  fund.  In  addition  to  the  SAIF  capital- 
ization, we  in  Congress  have  to  uphold  our  responsibility  to  make 
sure  that  the  funds  are  available  to  repay  the  FICO  bonds. 

In  conclusion,  I  think  any  solution  to  the  problem  must  offer 
long-term  financial  stability  in  both  the  thrift  and  the  banking  in- 
dustries. I  look  forward  to  working  with  you  and  Members  of  the 
Committee  in  crafting  such  a  solution.  I  can  assure  you  that  this 
matter  is  of  great  importance  to  the  financial  institutions  in  my 
State.  We  are  hearing  from  them  in  large  numbers,  and  have 
gained  much  good  insight. 

But  for  today's  hearing,  I  look  forward  to  hearing  and/or  review- 
ing the  testimony  of  the  experts  before  us. 

I  thank  you,  Mr.  Chairman.  I  thank  our  witnesses. 

The  Chairman.  Senator  Grams. 


OPENING  STATEMENT  OF  SENATOR  ROD  GRAMS 

Senator  Grams.  Thank  you  very  much,  Mr.  Chairman,  and  of 
course,  thanks  for  calling  tnis  important  hearing  today  on  the  con- 
ditions of  the  Savings  Association  Insurance  Fund,  or  SAIF.  I  want 
to  thank  our  panel  members  for  taking  their  time  to  join  us  as 
well. 

There  are  few  issues  that  this  Committee  handles  which  are 
more  controversial  than  how  to  capitalize  the  SAIF.  Like  most  of 
my  colleagues  here  today,  I  have  received  numerous  calls  regarding 
the  SAIF.  I  realize  how  important  it  is  to  the  banking  industry,  to 
the  thrift  industry,  and  to  the  people  that  they  serve. 

But  controversy  should  not  prevent  us  from  taking  the  right 
course  of  action.  The  SAIF  is  in  trouble  and  we  need  to  fix  it.  But 
we  need  to  do  so  in  a  way  that  addresses  the  long-term  issues,  as 
well  as  the  short-term  financing  problems.  I  think  we  all  under- 
stand the  immediate  problem  dealing  with  the  SAIF's  weak  finan- 
cial condition. 

As  of  March  31,  1995,  the  SAIF  had  only  $2.2  billion  in  reserves 
or  about  0.31  percent  of  insured  deposits.  That's  far  from  the  1.25 
percent  capitalization  threshold  as  required  by  Congress.  This 
problem  has  been  enhanced  by  the  fact  that  nearly  half  of  the  pre- 
mium assessments  that  SAIF-insured  associations  make  go  to  pay 
off  the  interest  on  FICO  bonds.  As  a  result,  the  SAIF  is  far  from 
being  fully  capitalized,  in  contrast  to  the  Bank  Insurance  Fund,  or 
BIF,  which  has  already  reached  the  1.25  percent  threshold  this 
year. 

Now,  Mr.  Chairman,  we  must  address  this  problem  and  I  com- 
mend you  for  your  efforts  to  do  so.  But  we  also  must  do  it  in  a  way 
that  solves  problems  rather  than  creates  them. 

I'm  particularly  concerned  about  some  of  the  talk  that  I've  been 
hearing  about  a  short-term  quick-fix  on  the  budget  reconciliation 
bill.  I  understand  that  the  Banking  Committee  is  responsible  for 
coming  up  with  about  $2V2  billion  in  reconciliation  savings  this 
year.  I  think  I  speak  for  each  Member  of  this  Committee  when  I 
say  that  we  are  prepared  to  come  up  with  those  savings  and  do  our 
part  in  balancing  the  budget  within  7  years.  But  I  do  not  think 
that  the  budget  reconciliation  bill,  whose  purpose  is  to  reduce  the 
deficit,  is  the  proper  vehicle  for  reforming  our  deposit  insurance 
system. 

I've  heard  from  a  number  of  people  who  say  that  to  simply  raise 
premium  assessments  on  banks  and  thrifts  would  be  a  back-door 
tax  increase.  Mr.  Chairman,  I  made  a  pledge  to  the  people  of  Min- 
nesota not  to  support  any  higher  taxes  and  I  plan  to  keep  that 
pledge. 

A  better  solution  to  me  than  our  reconciliation  instructions  would 
be  to  pass  the  One-Dollar  Coin  Act.  I  hate  to  plug  that  bill  again, 
but  it's  one  which  Senator  Moseley-Braun  and  I  introduced  earlier 
this  year.  This  legislation  would  not  only  modernize  our  monetary 
system,  but,  according  to  the  Federal  Reserve  Board,  would  also 
save  the  taxpayers  $456  million  a  year.  That  would  be  enough  to 
meet  our  reconciliation  target  over  7  years  without  raising  taxes. 

Instead  of  using  budget  reconciliation  as  a  vehicle  for  capitalizing 
the  SAIF  and  paying  off  the  interest  on  the  FICO  bonds,  I  believe 
that  we  should  address  the  entire  issue  of  comprehensive  deposit 


insurance  reform  separately.  As  part  of  this  effort,  we  should  re- 
evaluate the  policy  of  having  two  separate  insurance  funds,  two  dif- 
ferent charters  for  banks  and  thrifts,  along  with  other  reforms. 

I  know  that  what  I'm  talking  about  is  ambitious,  but  we  and  our 
Nation's  financial  institutions  can  afford  nothing  else. 

Having  said  this,  I  thank  you  again,  Mr.  Chairman,  for  holding 
these  hearings  today.  I  look  forward  to  working  with  you  and  other 
Members  of  this  Committee  in  finding  a  wise  and  effective  solution 
to  our  Nation's  deposit  insurance  problems. 

Thank  you  very  much. 

The  Chairman.  Thank  you,  Senator. 

We  are  in  the  midst  of  a  vote  and  that's  why  our  colleagues  have 
departed  to  go  down  to  vote. 

Senator  Grams.  I'm  glad  it  wasn't  something  I  said. 

[Laughter.] 

The  Chairman.  Rather  than  interrupt  the  hearing,  I'm  going  to 
continue  and  wait  for  one  of  the  Members  to  come  back  and  take 
my  place  so  that  we  can  begin  to  get  the  testimony  of  our  witnesses 
on  the  record.  So  we  will  first  go  to  our  Under  Secretary  of  the 
Treasury,  Mr.  Hawke. 

OPENING  STATEMENT  OF  JOHN  D.  HAWKE,  JR. 

UNDER  SECRETARY  OF  THE  TREASURY  FOR  DOMESTIC 

FINANCE,  WASHINGTON,  DC 

Mr.  Hawke.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  Members  of  the  Committee,  I  appreciate  the  op- 
portunity to  present  the  Administration's  views  on  the  problems 
and  prospects  of  SAIF  and  on  the  possible  solutions  to  SAIF's  prob- 
lems. I  want  to  commend  you,  Mr.  Chairman,  and  Senator  Sar- 
banes,  for  your  very  constructive  leadership  on  these  issues,  and 
also  commend  the  staffs  on  both  sides  of  the  aisle  for  the  diligent 
and  thoughtful  work  that  they  put  in  on  these  matters. 

Over  one-fifth  of  all  FDIC-insured  institutions  held  SAIF-insured 
deposits  as  of  March  1995.  These  institutions,  located  in  every 
State,  included  over  1,700  savings  institutions  and  over  700  com- 
mercial banks.  SAIF's  deposit  base  of  $733  billion  constituted  23 
percent  of  all  domestic  deposits  at  FDIC-insured  institutions. 

SAIF  has  four  major  weaknesses — slender  reserves,  meager  in- 
come, excessive  concentrations  of  risk  and,  most  significantly,  an 
assessment  base  in  long-term  decline.  Together,  these  weaknesses 
raise  doubts  about  SAIFs  long-term  viability. 

I  want  to  turn  to  each  of  these  weaknesses. 

On  March  31,  1995,  as  Senator  Grams  pointed  out,  SAIF  held 
$2.2  billion  in  reserves  to  cover  $703  billion  in  deposits,  a  0.31  per- 
cent coverage  rate,  31  cents  per  $100  of  insured  deposits.  That 
ratio  is  75  percent  below  the  statutory  standard  of  1.25  percent. 
SAIF's  reserves  amounted  to  only  7  percent  of  the  $32  billion  in  as- 
sets of  SAIF-insured  problem  institutions  in  March,  1995.  The  fail- 
ure of  one  or  two  large  thrift  institutions  could  exhaust  those  re- 
serves. By  contrast,  BIF  had  reserves  of  $23.2  billion  in  1995  to 
cover  $1.9  trillion  in  insured  deposits,  a  reserve  ratio  of  1.22  as  of 
that  time. 

SAIF's  reserves  would  have  exceeded  the  statutorily  required 
level  last  year,  even  before  BIF,  if  SAIF  had  been  permitted  to  re- 


8 

tain  the  premiums  paid  on  its  deposits  since  the  fund's  inception 
on  August  8,  1989.  The  SAIF  has  charged  high  premiums  through- 
out its  history.  But  $7.4  billion,  or  approximately  75  percent  of 
SAIF  premiums,  have  been  diverted  through  March  1995  for  uses 
other  than  building  up  of  the  fund.  The  principal  use  was  the  di- 
version of  about  42  percent  of  those  premiums  to  pay  interest  on 
FICO  bonds. 

SAIF  has  also  had  only  meager  income  with  which  to  protect  de- 
positors and  to  build  reserves.  FICO  bonds  continue  to  claim  the 
first  $793  million  in  premiums  paid  annually  by  SAIF  member  as- 
sociations. FICO  payments  currently  consume  almost  45  percent  of 
all  SAIF  premiums. 

In  addition,  SAIF  has  greater  than  optimal  concentrations  of 
risk.  These  concentrations  arise  because  SAIF  insures  a  specialized 
industry  and  because  of  the  industry's  concentration  in  large  west 
coast  institutions. 

SAIF  members'  similarities  to  each  other  are  greater  than  those 
of  BIF  members.  SAIF  members  invest  mainly  in  residential  mort- 
gage-related assets. 

Furthermore,  8  of  the  10  largest  savings  institutions  ranked  by 
domestic  deposit  have  headquarters  on  the  west  coast. 

Finally,  and  most  importantly  by  far,  SAIF's  assessment  base 
has  declined  dramatically.  In  1989,  when  proposing  the  creation  of 
SAIF,  the  Bush  Administration  projected  that  SAIF's  assessment 
base  would  grow  7  percent  annually.  Similarly,  the  Congressional 
Budget  Office  assumed  a  6-percent  annual  growth. 

In  fact,  SAIF's  assessment  base  has  shrunk  23  percent,  from 
$950  billion  at  the  end  of  1989,  to  $733  billion  in  March  1995,  an 
annual  shrinkage  rate  of  about  5  percent. 

Without  a  solution  to  the  SAIF  problem,  we  believe  SAIF-insured 
deposits  will  resume  their  decline,  as  I  will  explain,  because  deposi- 
tory institutions  have  both  the  motive  and  the  means  to  reduce 
their  reliance  on  SAIF-  insured  deposits. 

The  most  acute  incentives  arise  from  the  prospect  of  a  large  and 
protracted  differential  between  BIF  and  SAIF  premiums.  The 
healthiest  members  of  BIF  and  SAIF  all  currently  pay  23  cents  in 
premiums  for  $100  of  domestic  deposits. 

Because  BIF  is  very  close  to  recapitalizing  as  of  the  latest  avail- 
able data,  the  FDIC  has  proposed  reducing  the  BIF  premium  rate 
for  healthy  institutions  to  4  cents  per  $100  while  maintaining  the 
corresponding  SAIF  rate  at  23  percent. 

The  healthiest  SAIF  members  would  thus  pay  575  percent  as 
much  as  BIF  members  for  the  same  insurance  coverage.  Since  sav- 
ings institutions  must  meet  the  same  capital  and  other  regulatory 
standards  as  banks,  such  a  wide  differential  in  a  low-margin  busi- 
ness would  put  thrifts  at  a  significant  competitive  disadvantage.  A 
significant  BIF/SAIF  differential  could  persist  for  years,  especially 
in  view  of  the  large  and  increasing  proportion  of  SAIF's  income 
consumed  by  payments  on  FICO  bonds. 

Even  if  SAIF  were  to  reach  the  1.25  percent  target  early  in  the 
next  century,  the  FICO  obligation  would  perpetuate  a  large  dif- 
ferential until  the  year  2019,  when  the  FICO  bonds  would  be  paid 
off. 


There  are  a  number  of  ways  that  SAIF-insured  institutions  can 
respond.  They  can  reduce  their  reliance  on  SAIF-insured  deposits 
by  operating  more  like  mortgage  banks.  When  the  institutions 
originate  residential  mortgage  loans,  they  can  promptly  sell  them 
in  the  secondary  market  instead  of  holding  them  in  their  portfolios. 

In  this  way,  the  institutions  can  operate  without 

The  Chairman.  Mr.  Hawke,  I'm  going  to  ask  that  you  bear  with 
me.  I'm  going  to  suspend.  I  have  about  a  minute  and  30  seconds 
to  get  down  to  a  vote.  We'll  resume  as  soon  as  another  Member 
comes  and  they  should  be  here  momentarily. 

Mr.  Hawke.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Well  just  suspend  at  that  point  and  we  will  re- 
sume as  soon  as  we  have  another  Member  of  the  Committee. 

[Recess. 1 

Senator  Dodd  [presiding.]  Mr.  Hawke,  I  gather  you  were  in  the 
middle  of  your  testimony. 

Mr.  Hawke.  Yes,  sir. 

Senator  Dodd.  That's  the  last  vote  for  the  day,  by  the  way,  so 
we  can  now — I  see  the  witnesses  all  smiling  here. 

[Laughter.] 

Particularly  the  Chairman  of  the  Federal  Reserve. 

Mr.  Hawke. 

Mr.  Hawke.  Senator,  I  was  just  at  the  point  where  I  was  describ- 
ing some  of  the  strategies  that  thrift  institutions  could  employ  to 
exit  some  of  their  deposits  from  the  burdensome  premiums  of  the 
SAIF  fund  after  the  time  that  bank  insurance  premiums  go  down 
to  four  basis  points. 

Another  methodology  that  could  be  used  is  innovative  regulatory 
strategies.  We  understand  that  there  are  probably  a  dozen  applica- 
tions presently  pending  from  large  thrifts  to  establish  affiliated 
banks  that  would  have  branches  in  thrift  lobbies,  with  the  idea  of 
letting  SAIF-insured  deposits  be  lured  away  to  an  affiliated  BIF- 
insured  institution.  There  are  other  regulatory  devices  that  could 
be  used  to  let  funds  exit  the  SAIF  base. 

The  continuing  decline  in  the  SAIF  base  is  likely,  in  our  view, 
and  in  the  long  term,  and  the  fixed  FICO  obligation  lies  at  the 
heart  of  SAIF's  predicament.  With  little  foreseeable  prospect  of  re- 
lief from  high  premiums,  SAIF  members  will  tend  to  reduce  their 
reliance  on  SAIF-insured  deposits,  thus  deepening  the  decline  of 
the  SAIF  assessment  base.  Shrinkage  of  the  assessment  base  will 
reduce  SAIF's  income  and  with  it,  SAIFs  ability  to  absorb  losses 
and  build  reserves. 

No  matter  how  much  SAIF's  income  shrinks,  annual  FICO  pay- 
ments will  remain  fixed  at  $793  million,  and  thus,  will  consume  an 
even  greater  proportion  of  SAIFs  remaining  income.  This  burden 
of  FICO  payments  will  render  SAIF's  capitalization  increasingly 
distant  and  unlikely,  unless  some  change  is  made. 

Carried  to  its  logical  conclusion,  this  vicious  circle  could  very  well 
leave  SAIF  insolvent  and  the  FICO  interest  payments  in  default. 
At  a  minimum,  it  underscores  the  shakiness  of  assuming  little  or 
no  shrinkage  in  the  deposit  base.  We  need  to  break  this  cycle  now. 

There  are  a  number  of  consequences  of  inaction.  FDIC  staff  base- 
line projections  that  were  released  earlier  this  year  assumed  a  rel- 
atively low  level  of  insurance  losses  over  the  long  term.  That  is, 
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that  thrifts  with  0.22  percent  of  all  SAIF  assets  would  fail  per  year, 
enabling  SAIF  to  capitalize  in  the  year  2002  under  the  current  pre- 
mium schedule. 

However,  these  projections  also  showed  that  SAIFs  ability  to  re- 
capitalize is  highly  sensitive  to  the  assumed  level  of  future  insur- 
ance losses.  For  example,  tripling  the  annual  failure  rate  to  0.66 
percent  of  SAIF  assets  would  render  SAIF  incapable  of  capitalizing 
before  the  year  2019.  Even  this  higher  rate  is  substantially  less 
than  the  0.94  percent  thrift  asset  failure  rate  observed  during  the 
past  15  years,  even  after  excluding  the  high  loss  years  of  1988  to 
1992. 

Historical  experience,  therefore,  suggests  a  real  possibility  that 
SAIF  could  linger  for  a  long  time  in  great  weakness  or  even  become 
insolvent. 

Then  the  FICO  bonds  have  to  be  taken  into  account.  The  con- 
tinuing decline  of  SAIF's  assessment  base,  coupled  with  the  growth 
of  Oakar  and  Sasser  deposits,  raises  the  possibility  that  the  SAIF 
premiums  available  to  make  payments  on  FICO  oonds  could  fall 
below  the  $793  million  that's  required. 

A  10-percent  shrinkage  in  the  deposit  base  that's  available  to 
service  the  FICO  bonds  would  result  in  insufficient  premium  in- 
come to  cover  FICO  bonds  within  just  a  few  years.  Such  a  decline 
is  not  unrealistic  in  light  of  the  historical  trends  in  SAIF-insured 
deposits  and  the  steps  recently  taken  by  several  of  the  largest 
thrifts  to  shift  deposits  from  BIF  to  SAIF. 

How  do  we  resolve  SAIF's  problems? 

Over  the  past  several  months,  the  Treasury  has  worked  with  the 
FDIC  and  the  Office  of  Thrift  Supervision  to  develop  a  solution  to 
SAIF's  problems.  We've  arrived  at  a  joint  proposal  with  three  criti- 
cal elements.  First,  a  one-time  special  assessment  on  SAIF-insured 
deposits  to  fully  capitalize  SAIF.  Second,  spreading  the  FICO  pay- 
ments over  all  FDIC-  insured  depository  institutions;  and  Third, 
merging  SAIF  into  BIF. 

We  have  also  agreed  on  some  additional  provisions  that  we  think 
would  improve  the  overall  solution  and  we'll  discuss  these  in  turn. 

The  first  critical  element  would  require  institutions  with  SAIF- 
insured  deposits  to  pay  a  one-time  special  assessment  at  a  rate  suf- 
ficient to  fully  capitalize  SAIF,  at  the  beginning  of  1996,  when  the 
special  assessment  would  be  due. 

Unlike  regular  SAIF  premiums,  the  special  assessment  would 
use  a  retrospective  assessment  base.  We  suggest  March  31,  1995. 

Under  such  an  approach,  we  estimate  that  a  special  assessment 
on  the  order  of  83  to  90  basis  points  would  suffice  to  capitalize 
SAIF.  The  exact  rate  would  depend  on  the  extent  to  which  SAIF's 
reserves  fall  short  of  the  1.25  level  at  the  end  of  this  year  and  the 
total  deposits  subject  to  the  special  assessment.  In  any  event,  we 
would  expect  the  special  assessment  to  augment  the  fund  by  more 
than  $6  billion. 

The  second  element  of  our  proposal  involves  spreading  the  FICO 
payments  over  all  FDIC-insured  institutions.  SAIPs  greatest  vul- 
nerability arises  from  the  interaction  between  the  fixed  FICO  obli- 
gation and  SAIF's  declining  assessment  base.  Specifically,  SAIF 
confronts  the  possibility  of  a  vicious  circle  in  which  FICO  payments 
consume  an  increasing  share  of  SAIF  premiums,  which  reduces 
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SAIF's  capacity  to  bear  losses  and  build  reserves  and  renders  in- 
creasingly remote  the  prospect  of  SAIF  reaching  the  1.25  percent 
level,  which,  in  turn,  makes  SAIF-insured  deposits  less  attractive 
as  a  funding  source  and  which  in  turn  further  promotes  further 
shrinkage  of  the  assessment  base. 

This  vicious  circle  is  possible  because  FICO  payments  bulk  large 
in  relation  to  SAIFs  income.  Consequently,  the  second  critical  ele- 
ment in  resolving  SAIF's  problems  would  be  to  spread  the  FICO  ob- 
ligation pro  rata  over  all  FDIC-insured  institutions,  both  banks  and 
thrifts. 

Some  in  the  banking  industry  have  argued  that  BIF  members 
should  not  contribute  to  a  solution  because  banks  are  not  to  blame 
for  SAIF's  problems.  Blame  is  not  the  issue.  The  issue  is  how  to 
find  a  public  interest  solution  to  restore  SAIF  to  health  and  to 
avoid  another  deposit  insurance  debacle. 

Let  there  be  no  mistake.  Banks  did  not  cause  SAIF's  problems. 
But  neither  did  the  surviving  savings  institutions  or  the  taxpayers. 
The  surviving  institutions  suffered  as  did  the  banks,  from  unfair 
competition  by  deeply  insolvent  thrifts  that  remained  open  and  ran 
up  huge  losses.  The  surviving  institutions  have  paid  record-high 
deposit  insurance  premiums  far  longer  than  banks. 

Nor  were  taxpayers  to  blame  for  the  losses.  Yet,  they've  already 
contributed  over  $120  billion  to  the  clean-up  of  the  thrift  industry. 
Participation  by  banks  in  sharing  the  FICO  costs  would  underscore 
the  importance  to  banks  and  the  public  of  a  stable  deposit  insur- 
ance system,  backed  by  the  full  faith  and  credit  of  the  United 
States. 

Banks  have  benefited  substantially  from  Government  actions  and 
taxpayer  backing  to  shore  up  the  deposit  insurance  funds.  The  aid 
taxpayers  provided  to  the  depleted  thrift  insurance  fund  helped 
prevent  spill-over  effects  on  public  confidence  for  FDIC-insured 
banks  that  would  have  been  disastrous,  particularly  at  a  time 
when  mounting  bank  failures  were  putting  tremendous  pressure  on 
BIFs  predecessor  fund. 

I  point  out  that  in  1991  and  1992,  the  reported  reserves  of  the 
BIF  fund  turned  negative.  Yet,  we  didn't  see  depositors  lining  up 
at  BIF-insured  banks  to  take  their  deposits  out  because  they  were 
afraid  of  a  possible  default  by  the  FDIC. 

Banks  benefited  directly  from  the  Government's  removal  and  res- 
olution of  insolvent  thrifts  whose  bidding  for  deposits  to  finance 
mounting  losses  raised  the  cost  of  funds  for  all  insured  institutions. 

Spread  across  all  FDIC-insured  institutions,  FICO  payments 
would  amount  to  only  about  2V2  cents  per  $100  of  deposits.  Using 
recent  FDIC  projections,  this  would  still  allow  premiums  to  fall  to 
4  cents  for  the  healthiest  institutions  during  the  next  couple  of 
years,  a  dramatic  decline  of  the  23-cent  premiums  prevailing  over 
the  past  years  and  well  below  the  approximately  7-cent  effective 
premium  rate,  that  is,  net  of  rebates,  that  has  been  charged  on  an 
average  over  the  FDIC's  entire  history. 

Another  critical  element  of  the  solution  is  merging  the  deposit  in- 
surance funds. 

The  longer-term  weaknesses  of  SAIF  necessitate  this  element, 
which  would  provide  the  requisite  asset  and  geographic  diversifica- 
tion for  the  insurance  fund.  The  merger  would  protect  taxpayers 
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from  the  possibility  of  another  deposit  insurance  crisis  and  it  would 
assure  the  public  and  Congress  that  SAIF's  problems  would  not 
need  to  be  revisited.  And  with  SAIF  fully  recapitalized  by  the  spe- 
cial assessment,  the  merger  would  not  dilute  BIF. 

Congress  should  act  now  to  provide  for  a  merger  of  the  funds.  We 
would  recommend  that  the  merger  occur  as  soon  as  practicable, 
preferably  no  later  than  the  beginning  of  1998. 

We  recognize  that  any  discussion  of  merging  the  deposit  insur- 
ance funds  raises  many  ancillary  issues,  which  center  on  the  future 
of  the  thrift  charter  and  other  rules  and  institutional  arrangements 
specific  to  savings  institutions.  The  Treasury  staff  has  been  work- 
ing hard  to  develop  a  comprehensive  approach  for  dealing  with  all 
of  the  complex  and  difficult  issues  involved  here.  We're  preparing 
to  report  back  to  both  the  Banking  Committees  within  a  relatively 
short  period  of  time  with  our  suggestions  on  these  ancillary  issues. 

In  the  meantime,  we  urge  the  Committee  to  act  promptly  on  the 
joint  proposal  which  would  provide  urgently  needed  and  com- 
prehensive solutions  to  SAIF's  problems. 

In  conclusion,  I  should  say  that  we  have  described  the  serious 
weaknesses  in  SAIF,  weaknesses  which  we  believe  cast  doubt  on 
the  fund's  long-term  viability.  The  large,  impending  disparity  be- 
tween BIF  and  SAIF  premiums  heightens  the  prospect  for  further 
weakening  of  SAIF,  especially  by  accelerating  the  long-term  erosion 
of  SAIF's  deposit  base. 

SAIF  members  will  have  the  incentives  and  the  ability  to  reduce 
their  reliance  on  SAIF-insured  deposits,  regardless  of  any  morato- 
rium on  switching  funds.  Inaction  would  increase  the  risk  of  an- 
other thrift  deposit  insurance  fund  insolvency  crisis  and  a  potential 
default  on  FICO  bonds. 

For  these  reasons,  we  urge  Congress  to  act  now  to  resolve  SAIF's 
problems.  Another  thrift  crisis  would  hurt  all  FDIC-insured  institu- 
tions, including  BIF  members.  Any  solution  should  minimize  the 
cost  to  the  taxpayers,  provide  for  prompt  capitalization  of  SAIF  and 
payments  on  the  FICO  bonds,  require  a  significant  contribution 
from  SAIF-insured  institutions,  avoid  market  distortions  and  main- 
tain public  confidence  in  the  deposit  insurance  system. 

We  stand  ready  to  continue  to  work  with  this  Committee  to  re- 
solve SAIF's  problems  and  we  appreciate  the  opportunity  to  present 
the  administration's  views  this  morning. 

The  Chairman.  Thank  you,  Mr.  Hawke. 

Before  calling  on  Chairman  Heifer,  two  of  our  Members  have 
joined  us  since  the  vote.  I'm  going  to  recognize  Senator  Carol 
Moseley-Braun,  if  she  has  a  statement. 

OPENING  COMMENTS  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman. 

I  have  an  extensive  statement  which  I  have  submitted  for  the 
record.  I  am  not  going  to  read  it  in  the  interest  of  time,  except  to 
say  that  this  is  an  issue  that  if  you  mention  it  in  the  general  pub- 
lic, their  eyes  kind  of  glaze  over.  If  you  talk  to  anybody  who's  re- 
motely associated  with  this  industry,  you  will  not  only  hear  intense 
concern,  but  even  passion  in  their  voice  as  they  discuss  the  BIF/ 
SAIF  issue. 
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I  have  talked  to  any  number  of  people  back  in  my  home  State 
of  Illinois  about  this  issue.  There's  no  question  in  my  mind,  but  in 
order  to  preserve  public  confidence  in  our  banking  system,  we  have 
to  reach  a  resolution  of  this  issue  that  will  present  us  with  the  op- 
portunity to  have  a  long-term  solution. 

How  we  get  there,  whether  incrementally  or  not,  is  obviously  the 
question  for  these  hearings  and  for  debate  on  this  Committee.  But 
I  am  anxious  that  we  do  resolve  this  issue  as  quickly  as  we  can 
in  the  public  interest  and  in  the  interest  of  making  certain  that 
anyone  that  sees  FDIC  on  a  bank  or  a  thrift  will  feel  the  same  con- 
fidence in  that  institution  as  we  know  we  have  to  have  in  order  to 
have  a  sound  financial  services  sector. 

Thank  you. 

The  Chairman.  Thank  you,  Senator. 

Senator  Faircloth. 

OPENING  STATEMENT  OF  SENATOR  LAUCH  FAIRCLOTH 

Senator  Faircloth.  Thank  you,  Mr.  Chairman.  I  do  have  just  a 
short  statement.  Because  there  is  a  section  of  it,  I  do  feel  rather 
strongly  on. 

Number  one,  thank  you  for  calling  the  hearing.  I  think  it's  nec- 
essary. And  I  agree  completely  that  the  BIF  and  the  SAIF  problem 
has  to  be  addressed  and  sooner  rather  than  later.  But  I  have 
strong  reservations  about  doing  this  in  a  reconciliation.  Under  the 
budget  resolution,  the  Banking  Committee  has  to  find  $2.4  billion 
in  savings  under  its  jurisdiction.  This  amounts  to  l/100th  of  1  per- 
cent of  our  entire  budget. 

I  think  we  need  to  find  real  savings,  preferably  cuts,  and  not  use 
the  deposit  insurance  fund  to  meet  our  budget  deficit  target. 

Two  years  ago,  in  1993,  we  took  money  from  the  Federal  Reserve 
to  meet  our  deficit  target,  even  though  this  money  would  have  re- 
verted or  gone  back  to  the  Treasury.  I  think  we  have  to  stop  this 
kind  of  fake,  phony  accounting  if  we  ever  really  intend  to  bring  the 
deficit  of  this  country  down  to  pay  off  our  debt  and  to  balance  the 
budget. 

Now  having  said  this,  let  me  just  say  a  few  comments  about  the 
BIF  and  the  SAIF  problem.  I  think  it  needs  to  be  solved.  It's  not 
fair  to  have  institutions  paying  such  a  wide  difference  in  the  cost 
of  deposit  insurance.  We  don't  need  another  deposit  insurance  cri- 
sis on  our  hands,  so  I  support  the  plan. 

However,  I  do  think  if  we  merge  the  insurance  funds,  that  we 
need  to  merge  the  bank  and  thrift  charters.  I  agree  that  once  the 
SAIF  is  fully  capitalized,  the  insurance  funds  should  be  merged. 
But  we  should  merge  the  charters  in  the  legislation  as  well. 

Mr.  Chairman,  thank  you  for  calling  the  hearing  and  getting 
ahead  of  another  potential  crisis. 

The  Chairman.  Senator  Faircloth,  I  want  to  thank  you  and  obvi- 
ously, you  touch  on  some  very  important  elements  as  it  relates  to 
the  manner  and  direction  that  we  really  have  to  move  in.  It's  not 
a  question  of  whether  or  not  we  do,  but  it's  how  we  do  it  and  when 
we  do  it. 

I  thank  you  for  your  participation  in  this  important  area. 

Chairman  Heifer. 
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OPENING  STATEMENT  OF  RICKI  HELFER,  CHAIRMAN 

FEDERAL  DEPOSIT  INSURANCE  CORPORATION 

WASHINGTON,  DC 

Ms.  HELFER.  Thank  you  very  much,  Mr.  Chairman. 

I  am  here  today  to  describe  the  difficulties  of  the  Savings  Asso- 
ciation Insurance  Fund  and  to  discuss  recommendations  for  resolv- 
ing those  difficulties. 

I  want  to  thank  you,  Mr.  Chairman,  and  Senator  Sarbanes,  and 
other  Members  of  the  Committee,  as  well  as  all  of  your  staffs,  for 
recognizing  the  urgency  and  the  importance  of  resolving  this  prob- 
lem. 

The  recommendations  we  are  making  today  are  the  product  of 
analysis  and  consultations  among  the  Department  of  the  Treasury, 
the  Office  of  Thrift  Supervision,  and  the  FDIC. 

I  have  a  detailed  written  statement,  Mr.  Chairman,  which  I 
would  like  to  submit  for  the  record.  But  in  the  interest  of  time,  I 
would  like  to  emphasize  a  few  important  points. 

The  difficulties  facing  the  SAIF  are  real,  they  are  substantial, 
and  they  are  immediate.  They  demand  an  immediate  solution. 
They  can  be  addressed  comprehensively  only  through  Congres- 
sional action.  Three  interrelated  problems  are  at  the  heart  of  the 
SAIF's  difficulties. 

Problem  No.  1.  The  SAIF  is  grossly  undercapitalized.  This  is  a 
problem  of  particular  concern  to  the  FDIC.  At  the  end  of  the  first 
quarter  of  1995,  the  SAIF  had  a  balance  of  only  $2.2  billion,  only 
0.31  percent  of  insured  deposits.  This  is  shown  on  chart  number 
one. 

One  large  or  several  sizable  thrift  failures  could  completely  de- 
plete the  $2.2  billion  balance  in  the  fund.  If  the  SAIF  were  allowed 
to  become  insolvent,  the  confidence  Americans  have  in  the  FDIC  as 
a  source  of  stability  for  financial  institutions  could  be  undermined 
and  the  Government's  commitment  to  the  safety  net  for  the  finan- 
cial system  could  be  called  into  question.  To  most  Americans,  only 
the  acronym,  FDIC,  matters.  They  do  not  distinguish  the  Bank  In- 
surance Fund,  or  the  BIF,  from  the  SAIF. 

Problem  No.  2.  A  sizable  portion  of  the  SAIF's  ongoing  assess- 
ments has  been  and  continues  to  be  diverted  for  purposes  other 
than  building  the  fund.  That  is  the  principal  reason  the  SAIF  is 
undercapitalized.  In  short,  since  1989,  $7.4  billion,  approximately 
three-quarters  of  SAIF's  assessments,  have  been  diverted  from  the 
SAIF  to  pay  off  obligations  arising  from  the  thrift  failures  of  the 
1980's. 

Without  these  diversions,  the  SAIF  would  have  recapitalized  last 
year,  ahead  of  the  BIF.  The  ongoing  obligation  to  the  financing  cor- 
poration, or  FICO,  results  in  an  annual  call  of  up  to  the  first  $793 
million  in  SAIF  assessment  income.  In  1995,  that  call  is  expected 
to  amount  to  45  percent  of  all  SAIF  assessments.  Attempts  to  cap- 
italize the  SAIF  against  the  drain  of  the  FICO  obligation  is  like 
trying  to  fill  a  bucket  with  a  hole  in  it. 

Problem  No.  3.  On  July  1st,  the  FDIC  assumed  responsibility 
from  the  Resolution  Trust  Corporation  for  resolving  all  new  failures 
of  SAIF-insured  thrifts.  On  that  day,  losses  to  the  undercapitalized 
SAIF  and  the  potential  depletion  of  the  fund  became  a  present  dan- 
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ger.  These  three  problems  are  exacerbated  by  several  additional 
factors.  I  will  mention  two  of  them. 

First,  the  SAIF  assessment  base  has  shrunk.  At  year-end  1989, 
SAIF  deposits  were  $950  billion.  On  March  31,  SAIF  deposits  were 
$733  billion,  a  shrinkage  of  23  percent.  Further,  more  than  a  third 
of  these  deposits  in  March  were  held  by  hybrid  FDIC-insured  insti- 
tutions exempted  by  law  from  paying  the  FICO  obligation.  Today, 
there  is  a  cushion  of  only  $150  billion  above  the  assessment  base 
to  cover  the  FICO  obligation. 

As  chart  number  two  shows,  that  cushion  is  only  half  of  what  it 
was  at  year-end  1992.  Continued  shrinkage  in  the  cushion  could  re- 
sult in  a  short-fall  in  assessment  revenues  to  meet  the  FICO  obli- 
gation as  early  as  1996  or  1997. 

The  second  factor  exacerbating  the  SAIF's  problem  arises  from 
the  upcoming  disparity  between  SAIF  premiums  and  BIF  pre- 
miums. When  the  FDIC  has  confirmed  that  the  BIF  has  achieved 
the  1.25  percent  target  ratio,  BIF  premiums  will  be  substantially 
reduced,  as  required  by  law.  That  is  expected  to  happen  soon. 

The  resulting  premium  disparity  will  create  strong  economic  in- 
centives for  institutions  to  transfer  SAIF-insured  deposits  to  affili- 
ated institutions  insured  by  the  BIF,  a  migration  of  deposits,  con- 
tributing to  the  shrinkage  in  the  SAIF  assessment  base. 

Chart  number  three  shows  the  potential  effects  of  deposit  migra- 
tion on  the  SAIF  assessment  base.  Such  shrinkage  would  raise  fur- 
ther significant  questions  about  the  SAIF's  structural  soundness 
and  its  continued  effectiveness  as  a  loss-spreading  mechanism  for 
insurance  purposes. 

Thrifts  considering  a  deposit  migration  strategy  have  SAIF  de- 
posits that  represent  more  than  75  percent  of  the  remaining  cush- 
ion against  FICO  default.  Deposit  migration  is  a  significant  threat 
to  the  existing  balance  of  the  SAIF  and  its  viability. 

To  solve  these  problems,  the  FDIC  strongly  supports  the  proposal 
we  are  jointly  recommending  today.  The  proposal  calls  for  a  special 
assessment  on  SAIF  deposits  to  capitalize  the  SAIF  immediately. 
The  special  assessment  would  amount  to  85  to  90  cents  for  every 
$100  of  assessable  deposits  or  about  $6.6  billion.  This  assessment 
would  increase  the  SAIF's  balance  to  $8.8  billion  and  the  reserve 
ratio  to  1.25  percent  as  required  by  Congress. 

Capitalization  of  the  SAIF  would  permit  SAIF  premiums  to  be 
lowered  to  a  level  comparable  to  BIF  premiums  on  a  risk-related 
basis.  To  limit  risk  to  the  SAIF,  the  weaker  SAIF  members  would 
be  exempted  from  the  up-front  special  assessment,  but  they  would 
be  required  to  contribute  their  share  over  4  years. 

The  proposal  would  also  expand  the  assessment  base  for  the 
FICO  obligation  to  all  FDIC-insured  institutions  who  benefit  from 
the  deposit  insurance  system.  These  elements  of  the  proposal  taken 
together  would  provide  an  immediate  solution  to  the  financial  in- 
stability of  the  SAIF.  But  the  proposal  also  addresses  the  longer- 
term  problem.  The  savings  and  loan  industry  is  heavily  con- 
centrated by  law  in  one  sector  of  the  economy  and  is  heavily  con- 
centrated geographically  as  well. 

The  eight  largest  SAIF-insured  institutions  operate  predomi- 
nantly in  California.  These  eight  institutions  hold  18.5  percent  of 
all  SAIF-insured  deposits.  These  concentrations  result  in  the  sav- 
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ings  and  loan  industry  being  particularly  susceptible  to  economic 
down-turns. 

By  providing  a  solution  to  these  problems  of  the  SAIF  and  the 
savings  and  loan  industry,  a  merger  of  the  BIF  and  the  SAIF  as 
soon  as  practicable  is  a  critical  element  of  the  proposal  which  the 
FDIC  strongly  supports. 

In  contrast,  the  FDIC  would  not  support  a  merger  of  the  funds 
without  an  immediate  resolution  of  the  financial  problems  of  the 
SAIF  because  doing  so  would  dilute  the  Bank  Insurance  Fund. 

The  merger  of  the  insurance  funds  raises  additional  noninsur- 
ance  issues  such  as  charter,  tax  and  other  issues  that  may  take 
time  to  resolve.  These  can  be  resolved,  however.  For  example,  there 
is  a  growing  consensus  for  savings  and  loan  associations  to  accept 
a  bank  charter,  while  preserving  a  mutual  form  of  organization  for 
savings  banks. 

Congress,  however,  is  in  the  best  position  to  determine  how  to  re- 
solve all  of  these  additional  issues.  In  the  meantime,  the  immediate 
financial  problems  of  the  SAIF  will  be  resolved  if  the  proposal  is 
adopted  and  a  long-term  solution  to  the  structural  problems  of  the 
SAIF  will  have  been  addressed. 

In  addition  to  the  proposal,  the  FDIC  and  the  OTS  also  support 
making  unspent  RTC  funds  available  as  a  backstop  for  extraor- 
dinary losses  to  the  SAIF,  losses  above  current  projections  prior  to 
the  merger  of  the  funds. 

Asking  for  taxpayer  money,  even  in  a  back-up  role,  is  a  difficult 
request  to  make.  But  we  make  it  to  assure  that  the  solution  is  com- 
prehensive and  sufficient  and  to  assure  a  sound  SAIF  until  the 
merger  of  the  funds  occurs. 

My  favorite  American  philosopher,  Yogi  Berra,  once  advised, 
"When  you  come  to  the  fork  in  the  road,  take  it."  We  are  at  the 
fork  in  the  road  on  the  problems  of  the  SAIF  and  the  savings  and 
loan  industry.  I  urge  the  Committee  to  give  careful  consideration 
to  the  recommendations  made  today  and  to  move  forward  with  a 
resolution.  This  effort  would  write  the  final  chapter  of  this  history 
of  the  savings  and  loan  crisis. 

Thank  you  very  much,  Mr.  Chairman.  I  look  forward  to  answer- 
ing your  questions. 

The  Chairman.  Thank  you,  Chairman  Heifer. 

Chairman  Greenspan. 

OPENING  STATEMENT  OF  ALAN  GREENSPAN,  CHAIRMAN 
BOARD  OF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM 

WASHINGTON,  DC 

Mr.  Greenspan.  Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  If  you' a  like  to  make  your  remarks  from  here, 
Senator  Dodd  suggested. 

[Laughter.] 

I'm  only  teasing  you,  Alan. 

[Laughter.] 

Are  you  so  absorbed  in  that  testimony? 

[Laughter.] 

Mr.  Greenspan.  It's  one  of  these  rare  occasions  where  you've 
caught  me  silent. 

[Laughter.] 
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If  you'd  like  me  to  proceed,  sir. 

The  Chairman.  Yes,  certainly.  Alan,  why  don't  you  pull  the 
microphone  up  a  little  closer. 

Mr.  Greenspan.  I  think,  as  my  other  colleagues  have  indicated, 
we're  here  to  address  an  evolving  competitive  imbalance  and  other 
implications  of  two  insurance  funds  with  sharply  different  pre- 
miums. 

Competitive  depository  institutions  cannot  differentiate  them- 
selves by  the  quality  of  the  deposit  insurance  that  is  offered  be- 
cause it  is  the  same  insurance,  regardless  of  whether  it  is  from  BIF 
or  SAIF.  I  think  as  Chairman  Heifer  has  mentioned,  it's  FDIC  in- 
surance and  that's  all  that  anybody  really  has  any  understanding 
of.  In  either  case,  it  is  Government-mandated  and  Government- 
sponsored  deposit  insurance.  For  identical  insurance,  it  is  rational 
that  depository  institutions  seek  the  one  available  at  the  lowest 
cost.  If  a  substantial  difference  in  deposit  premiums  exists  between 
SAIF  and  BIF,  the  institutions  paying  the  higher  premium  will 
pursue  insurance  offered  by  the  other  insurance  fund,  unless  there 
is  some  other  reason  to  remain  with  the  current  fund. 

While  today  we  are  discussing  what  to  do  about  SAIF,  I  want  to 
stress  that  the  problem  that  we  are  addressing  is  a  general  one. 
All  other  things  equal,  any  time  one  deposit  insurance  fund  has  dif- 
ficulties that  result  in  substantially  higher  deposit  insurance  pre- 
miums, members  will  try  to  shift  to  the  other  deposit  insurance 
fund.  In  the  process,  a  disadvantaged  fund  becomes  increasingly 
vulnerable  to  insolvency  as  its  premium  base  declines.  This  in  turn 
engenders  still  greater  incentive  to  leave  the  troubled  fund  or  re- 
quires the  payment  of  still  higher  premiums  to  support  it.  Short  of 
effective  barriers  to  exit,  once  initiated,  the  downward  spiral  does 
indeed  lead  to  fund  insolvency,  as  Under  Secretary  Hawke  indi- 
cated earlier.  Thus,  having  two  deposit  insurance  funds  creates  a 
mechanism  that  is  prone  to  instability  now  and  probably  in  the  fu- 
ture. Today,  the  problem  is  at  the  SAIF.  It  may  at  some  date  in 
the  future  be  at  the  BIF. 

Congressional  attempts  to  legislate  barriers  to  stop  institutions 
from  shifting  deposits  are  likely  to  fail  because  it  is  impossible  to 
enforce  two  different  prices  for  the  same  item — namely,  Govern- 
ment-mandated deposit  insurance.  Such  price  differences  only  cre- 
ate efforts  by  market  participants  to  arbitrage  the  difference.  With 
SAIF  institutions  expected  to  pay  at  least  5  times  more  per  year 
for  the  same  deposit  insurance,  it  is  not  surprising  that  SAIF  insti- 
tutions will  pursue  all  avenues  open  to  them  to  move  deposits  from 
SAIF  to  BIF. 

It  is  often  overlooked  that  BIF  institutions  suffer  as  SAIF  mem- 
bers successfully  shift  their  deposits  to  BIF.  Current  BIF  members 
would  almost  surely  find  their  premiums  higher  than  otherwise  be- 
cause the  new  BIF  deposits  come  without  the  associated  insurance 
fund  reserves,  requiring  older  BIF  deposits  to  pay  a  higher  assess- 
ment in  order  to  maintain  the  required  1.25  percent  reserve  ratio 
on  both  the  new  and  the  old  deposit's. 

Furthermore,  the  migration  of  SAIF  deposits  to  BIF  deposits  sug- 
gests that  payments  of  FICO  bond  interest  funded  by  SAIF  could 
be  put  in  jeopardy  in  the  very  near  future  as  my  colleagues  have 
indicated.  If  action  is  not  taken  shortly,  a  future  Congressional  ap- 
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propriation  for  interest  on  FICO  bonds  might  be  required  or  fur- 
ther increases  in  SAIF  premiums  on  the  smaller  SAIF  deposit  base 
might  be  necessary,  or  possibly  even  the  imposition  of  higher  pre- 
miums on  both  SAIF  and  BIF  deposits  might  be  needed. 

The  only  winners  created  by  the  looming  deposit  premium  dif- 
ference between  SAIF  and  BIF  deposits  will  be  those  depositories 
able  to  game  the  system  and  leave  SAIF  first.  The  solution  to  this 
problem  is  to  end  this  game  and  merge  SAIF  and  BIF. 

A  prerequisite  is  to  put  SAIF  on  a  sound  basis.  This  could  be  ac- 
complished if,  as  has  been  recommended,  the  institutions  that  hold 
SAIF  deposits  would  pay  a  special  one-time  assessment  to  recapi- 
talize SAIF  at  the  legally  mandated  1.25  percent  ratio  of  insured 
deposits.  Such  a  one-time  charge  is  large.  SAIF  member  institu- 
tions would  pay  over  $6  billion,  or  85  basis  points  of  their  deposit 
base. 

Second,  the  merging  of  a  recapitalized  SAIF  with  a  sound  BIF 
would  then  consolidate  the  FICO  bond  obligation  of  SAIF  into  the 
new  insurance  fund  and  effectively  obligate  past  BIF  members  to 
participate  on  a  pro-rata  basis. 

Most  bankers  would  argue,  with  some  justice,  that  they  should 
not  be  responsible  for  this  legacy  of  the  thrift  crisis  in  which  they 
played  no  role.  Many  may  nonetheless  conclude  that  2  or  2V2  basis 
points  per  year  in  additional  deposit  premiums  for  the  FICO  inter- 
est payments  may  be  a  price  they  would  be  willing  to  pay  to  finally 
remove  the  incentives  of  SAIF  members  to  shift  to  BIF  with  the  as- 
sociated increase  in  the  premiums  of  BIF  members. 

Even  after  SAIF  is  recapitalized  in  the  years  immediately  ahead, 
some  large  savings  and  loans  still  suffering  from  the  residue  of 
past  difficulties  may  continue  to  represent  a  risk  of  relatively  large 
loss  to  their  Federal  deposit  insurer.  If  SAIF  were  not  merged  with 
BIF,  or  if  that  merger  were  delayed,  the  risk  of  such  loss  would  ex- 
pose a  recapitalized  SAIF  both  to  a  reserve  shortfall  and  to  a  high- 
er deposit  insurance  premium  to  once  again  rebuild  its  reserves.  An 
industry  that  had  just  paid  a  large,  one-time  premium  to  recapital- 
ize its  insurance  fund  would  be  understandably  concerned  about 
that  possibility.  If  such  losses  were  to  occur  to  a  merged  BIF/SAIF 
fund,  the  necessity  of  reserve-building  would  be  shared  among 
banks  and  thrifts  pro  rata,  implying  a  larger  dollar  burden  on  the 
larger  commercial  bank  industry.  Banks  would  be  understandably 
concerned  about  such  exposure,  especially  after  accepting  a  pro 
rata  share  of  the  FICO  interest  obligation. 

Both  sets  of  institutions  are  thus  sensitive  to  the  small  prob- 
ability of  a  large  thrift  failure  imposing  still  further  costs  on  them. 
One  way  to  address  these  concerns  is  for  the  Congress  to  arrange 
a  catastrophic  contingency  funding  arrangement  over,  say,  the  next 
5  years,  to  bridge  the  period  over  which  this  risk  exists.  It  has  been 
suggested,  for  example,  that  over  such  an  interval,  funds  be  made 
available  in  any  year  that  losses  to  the  SAIF  or  losses  created  by 
present  SAIF  members  to  a  merged  BIF/SAIF  exceed  $500  million. 
If  increased  budget  outlays  are  with  good  reason  not  acceptable  to 
the  Congress,  one  possibility  is  that  this  catastrophic  insurance  be 
financed  through  a  small  special  insurance  fee  paid  to  the  Treasury 
by  SAIF  members  to  cover  the  potential  taxpayer  risk  exposure. 
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Whatever  solution  is  finally  adopted,  we  should  not  lose  sight  of 
first  principles.  A  deposit  insurance  system  that  focuses  the  atten- 
tion of  banks  and  thrifts  on  the  relative  status  of  their  funds  and 
a  system  that  rewards  those  who  can  jump  ship  first,  is,  to  say  the 
least,  counter-productive. 

What  is  needed  is  a  deposit  insurance  system  whose  status  is  un- 
questioned so  that  depositories  can  appropriately  focus  their  atten- 
tion on  the  extension  and  management  of  credit  in  our  economy. 

Mr.  Chairman,  I  have  a  longer  statement  and  request  that  it  be 
included  in  the  record. 

Thank  you. 

The  Chairman.  So  ordered.  Thank  you,  Chairman  Greenspan. 

Mr.  Fiechter. 

STATEMENT  OF  JONATHAN  L.  FIECHTER,  ACTING  DIRECTOR 
OFFICE  OF  THRIFT  SUPERVISION,  WASHINGTON,  DC 

Mr.  FlECHTER.  Thank  you.  Good  afternoon,  Chairman  D'Amato, 
other  Members  of  the  Committee. 

I  commend  the  Committee  for  holding  this  hearing.  In  particular, 
Chairman  D'Amato,  your  public  support  for  developing  a  solution 
to  this  problem  has  been  instrumental  in  the  development  of  the 
proposal  before  us  today. 

As  my  colleagues  have  already  testified,  the  capitalization  of  the 
SAIF  and  enhancing  the  source  of  revenue  to  service  the  outstand- 
ing FICO  debt  are  important  and  worthwhile  goals.  My  written  tes- 
timony parallels  to  a  significant  degree  the  testimony  of  the  pre- 
vious witnesses,  and  so  I  will  try  not  to  repeat  what  you've  already 
heard  today. 

There  is  obviously  agreement,  both  with  respect  to  the  serious- 
ness of  the  problem,  as  well  as  to  the  most  reasonable  approach  to 
solving  it.  I  do  want  to  emphasize  five  points. 

First,  I  firmly  believe  that  the  rapid  resolution  of  the  SAIF's 
problem  is  imperative.  As  previously  indicated,  an  underfunded 
SAIF  insuring  a  thrift  industry  that  is  heavily  concentrated  both 
geographically  and  by  product  line  is  not  a  situation  that  should 
give  any  of  us  comfort. 

Second,  failure  to  eliminate  the  impending  premium  disparity 
will  drive  SAIF-insured  institutions  to  engage  in  a  variety  of  un- 
necessary activities  solely  for  the  purpose  of  minimizing  their  SAIF 
liabilities.  The  only  obvious  beneficiaries  will  be  investment  bank- 
ers and  lawyers  that  assist  in  restructuring  the  individual  institu- 
tions. 

We  in  Government  can  seek  to  block  such  market-driven  efforts. 
But  as  we  found  in  the  1970's,  when  we  tried  to  enforce  Regulation 
Q,  which  you  will  recall  limited  the  interest  rates  paid  by  banks 
and  thrifts  on  consumer  savings  accounts,  the  market  has  a  way 
of  getting  around  our  rules.  The  most  tangible  result  of  our  efforts 
to  resist  allowing  the  market  to  work  back  in  the  1970's  was  the 
creation  of  money  market  mutual  funds  outside  of  the  depository 
system. 

Third,  the  BIF/SAIF  problem  is  not  simply  a  banking  versus 
thrift  industry  problem.  The  dynamics  of  the  marketplace  have 
blended  both  the  banking  and  thrift  industries  and  the  two  insur- 
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ance  funds.  The  result  is  that,  today,  we  have  BIF-insured  thrift 
institutions  and  SAIF-insured  commercial  banks. 

We  have  bank-holding  companies  that  have  both  thrift  and  bank 
subsidiaries.  We  have  thrift-holding  companies  that  control  both 
BIF  and  SAIF-insured  subsidiaries.  We  even  have  hybrid  commer- 
cial banks  and  thrifts  where  the  deposit  accounts  in  these  institu- 
tions are  co-insured  by  both  BIF  and  SAIF.  In  short,  all  FDIC-in- 
sured  institutions  have  a  stake  today  in  maintaining  a  healthy  in- 
surance system. 

Fourth,  the  problems  faced  by  the  SAIF  and  FICO  are  not  the 
result  of  risky  activities  by  today's  thrift  industry.  The  SAIF  and 
FICO  problems  are  the  consequences  of  a  structure  created  under 
FIRREA  that  did  not  anticipate  the  dramatic  reduction  in  the  num- 
ber of  thrift  institutions  and  did  not  take  fully  into  account  the  ef- 
fect on  the  capitalization  of  SAIF  of  diverting  such  a  substantial 
portion  of  SAIF  premiums  to  cover  non-SAIF-related  expenses. 

Fifth,  the  proposed  capitalization  of  the  SAIF  and  the  sharing  of 
the  FICO  obligations,  while  addressing  the  major  issues  facing  us 
today,  still  leaves  the  SAIF  vulnerable.  Problem  assets  in  the  thrift 
industry,  while  declining,  remain  disproportionately  high  relative 
to  the  banking  industry. 

As  I  noted  earlier,  the  concentration  of  assets  within  the  SAIF 
insured  industry  leaves  SAIF  vulnerable  to  iust  one  large  thrift 
failure.  As  a  consequence,  I  strongly  support  both  a  merger  of  the 
BIF  and  SAIF,  as  well  as  putting  aside  unused  RTC  funds  to  pro- 
vide a  form  of  insurance  for  the  next  several  years  to  cover  any  un- 
anticipated, extraordinary  losses. 

I  do  want  to  be  clear  that  I'm  not  saying  that  the  premium  dis- 
parity is  likely  to  cause  a  large  number  of  thrift  failures  over  the 
next  few  years.  Clearly,  the  thrift  industry  in  home  lending  will  be 
adversely  affected  by  the  premium  disparity.  The  cost  of  capital 
will  rise  and  the  pressure  on  SAIF  will  increase.  But  the  likelihood 
that  the  disparity  will  cause  thrift  failures  over  the  next  couple  of 
years  is  remote.  Rather,  the  immediate  problem  rests  with  the 
funding  mechanism  for  SAIF,  the  weak  SAIF  and  the  instability  of 
the  SAIF  assessment  base  that  will  arise  if  a  premium  disparity 
emerges. 

Several  years  of  sustained  profitability  for  both  thrifts  and  banks 
have  opened  a  window  of  opportunity  to  solve  the  SAIF  problems 
with  nongovernment  resources.  If  we  fail  to  act  now,  we  may  miss 
the  best  chance  to  resolve  the  SAIF  problem  with  minimal  risk  to 
the  taxpayer. 

The  thrift  crisis  taught  us  many  lessons.  One  of  the  most  impor- 
tant lessons  is  that  failure  to  recognize  a  problem  or  to  delay  in  re- 
sponding to  that  problem,  only  makes  matters  worse. 

I  think  we  have  got  to  apply  the  same  core  concept  to  the  SAIF. 

Thank  you. 

The  Chairman.  Thank  you,  Mr.  Fiechter. 

At  the  risk  of  creating  more  controversy  than  is  necessary,  I  will 
make  an  observation. 

We  responded  to  the  call  for  a  program  to  assist  our  neighbors 
to  the  south  and  have  put  up  some  $20  billion  to  prevent  the  ca- 
lamity in  their  financial  markets  that  might  otherwise  take  place. 
Some  people  may  question  whether  we  should  have  done  it  in  a  dif- 
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ferent  method,  et  cetera.  But  for  all  practical  purposes,  it's  been 
done. 

Now  here  we  have  an  absolutely  incredibly  important  situation 
to  deal  with,  and  there  will  be,  if  we  fail  to  act,  and  act  with  some 
speed,  an  absolute  meltdown  as  it  relates  to  the  SAIF  institutions 
leaving  the  fund.  They're  going  to  do  it.  And  we  have  a  responsibil- 
ity to  act. 

I  understand  there  can  be  an  argument  put  forth  as  to  whether 
or  not  there  are  unfair  assessments,  et  cetera,  but  we  have  all  been 
in  this.  And  I've  witnessed  over  the  years  that  I've  been  here  ex- 
traordinary actions  on  behalf  of  the  commercial  banks  by  the  Con- 
gress, and  by  the  Federal  Reserve.  People  wonder  how  it  is  that 
certain  things  were  permitted  to  take  place,  in  shoring  up,  in  allow- 
ing the  funds  to  be  used  far  in  excess  and  bailing  out  bond-holders 
in  one  case,  in  one  institution,  et  cetera,  and  I  raised  some  ques- 
tions. But  it  was  felt  for  the  overall  health  of  this  economy  that  it 
was  necessary. 

Now  I'm  just  going  to  say,  I  am  deeply  disappointed  as  it  relates 
to  some  of  the  activities.  And  by  gosh,  in  America,  everyone  has  a 
right  to  lobby  for  his  or  her  interest.  I'm  going  to  come  back  and 
raise  a  question  as  to  just  how  much,  and  ask  the  panelists  at  some 
point  in  time  to  respond. 

What  is  the  actual  cost?  What  will  the  cost  be  to  the  commercial 
banking  interests,  to  the  BIF  members,  as  it  relates  to  a  percent- 
age of  their  profits  if  the  proposal  which  has  been  outlined  were  to 
go  into  effect?  What  are  we  talking  about?  What  kind  of  sacrifice? 
You  know,  there  are  degrees  of  sacrifice.  Is  it  unreasonable? 

So,  I  would  like  us  to  examine  that.  I  would  like  to  examine  it 
without  suggesting  that  there  are  other  things  that  we're  going  to 
consider  because  we're  going  to  have  to  raise  in  this  Committee 
something  in  the  area  of  $2.4  billion  to  meet  our  reconciliation  tar- 
get. And  while  I  know  that  many  of  our  Members  have  been  heav- 
ily appealed  to — and  I  say  appealed,  and  that's  OK  That's  right. 
People  have  a  right  to  go  to  their  Members  and  put  forth  their  con- 
cerns. 

Understand  that  this  Senator  has  been  in  the  forefront  repeat- 
edly of  rejecting  some  of  those  surcharges  and  some  of  those  in- 
creases that  have  been  proposed  by  previous  administrations  and 
this  Administration.  And  if  you  say  we  don't  want  to  be  included 
in  reconciliation,  if  that's  an  attempt  to  simply  thwart  what  will 
have  to  be  done,  I'll  tell  you  I  certainly  am  going  to  reject  that  be- 
cause we're  going  to  have  to  come  to  a  resolve. 

Now  that  may  not  put  me  in  good  stead  with  some  of  the  Mem- 
bers who  feel  a  different  way,  and  so  be  it.  I  wasn't  elected  to  be 
just  the  most  popular.  There  comes  a  time  when  you  have  to  dem- 
onstrate some  leadership.  We  do  it  for  foreign  countries.  I  can't  see 
why  we're  not  going  to  do  it  for  our  own  institutions  here  as  it  af- 
fects our  taxpayers  very,  very  directly. 

Senator  Grams  has  a  plane  to  catch  and  I  would  ask  if  I  might 
recognize  Senator  Grams. 

Senator  Sarbanes.  I'll  yield  my  time,  Mr.  Chairman,  to  Senator 
Grams. 

The  Chairman.  Thank  you  very,  very  much,  Senator. 

Senator  Grams. 
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Senator  Grams.  Thank  you  very  much,  Mr.  Chairman.  Mr.  Sar- 
banes,  thank  you. 

Just  a  few  quick  questions  that  I  would  like  to  ask. 

First,  Mr.  Hawke,  today,  we  have  been  presented  with  a  proposal 
for  a  major  problem  that  is  facing  the  insurance  system  today  and 
that  is  capitalization  of  SAIF. 

Given  the  appropriate  refocusing  of  attention  by  this  Committee 
to  the  issue  of  deposit  insurance,  I  m  wondering  whether  we  should 
do  more  than  simply  fix  today's  problem  facing  the  financing  of 
SAIF. 

First,  would  you  please  comment  on  the  idea  of  merging  the  bank 
and  thrift  charters  into  a  single  financial  institution's  charter.  And 
second,  also  comment  on  the  idea  of  taking  a  more  private-sector 
approach  to  deposit  insurance,  namely,  an  approach  which  would 
keep  existing  bank  regulatory  examination  powers  in  place,  but 
would  redirect  deposit  insurance  so  that  it  relies  more  on  market 
discipline  than  on  Federal  regulations. 

Mr.  Hawke.  Thank  you,  Senator  Grams. 

I  agree  completely  that  there  are  a  number  of  issues  that  are  im- 
plied by  prospective  merger  of  the  funds  that  need  to  be  addressed 
and  they  include  the  question  of  how  the  charters  of  the  thrift  in- 
dustry and  the  bank  industry  are  treated,  and  there  are  a  host  of 
related  issues — tax  issues,  issues  related  to  the  structure  of  the 
agencies,  holding  company  issues,  and  the  like. 

Our  very  strong  view  is  that  the  financial  restructuring  of  the  in- 
surance fund  ought  to  proceed  on  the  fastest  track  possible.  These 
other  issues  ought  to  be  addressed  promptly  as  well.  We've  been 
working  on  those  issues  at  Treasury  and  we're  prepared  to  come 
forth  and  share  with  the  Committee  and  the  staff  our  approach  to 
those  issues  in  the  relatively  near  future,  after  the  technical  prob- 
lems have  been  worked  out  and  we  have  discussed  this  on  an  inter- 
agency basis. 

So  we  think  those  issues  ought  to  be  addressed.  They  ought  to 
be  addressed  in  the  relatively  near  future.  The  Committee  ought  to 
indicate  its  commitment  to  proceed  with  those  issues,  but  it  should 
not  delay  the  progress  on  the  recapitalization  of  the  insurance 
fund,  which  we  consider  to  be  of  grave  importance. 

Second,  as  to  the  private-sector  approach  to  insurance  issues,  I 
think  there's  certainly  a  study  that  could  be  devoted  to  that  sub- 
ject. 

There  are  some  who  think  that  even  under  the  present  system, 
the  prices  that  are  being  charged  to  the  commercial  banks  for  de- 
posit insurance  don't  reflect  the  full  value  of  that  product  to  the 
banks.  Private-sector  involvement  in  the  insurance  process  is  some- 
thing that  I  think  deserves  some  examination. 

Senator  Grams.  Other  members  of  the  panel,  Ms.  Heifer,  and 
also  I  would  like  to  ask  the  Chairman,  do  your  recommendations 
include  a  proposal  to  make  the  special  one-time  assessment  as  tax- 
deductible? 

I  would  also  like  to  ask  the  Chairman,  who  is  also  a  Member  of 
the  Finance  Committee,  whether  he  believes  that  the  Finance  Com- 
mittee would  make  such  a  special  assessment  as  tax-deductible,  as 
are  the  assessments  now? 

Ms.  Heifer. 
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Ms.  Helfer.  The  tax  laws  will  apply  as  they  would  ordinarily. 
Currently,  as  you  point  out,  assessments  are  deductible  for  tax  pur- 
poses. My  understanding  of  the  tax  laws  is  that  this  special  assess- 
ment anticipates  assessments  that  would  have  been  collected  over 
time.  It  pulls  them  forward  to  a  single  up-front  assessment,  and 
that  under  the  normal  tax  rules,  they  would  be  tax-deductible. 

Senator  Grams.  Mr.  Chairman,  would  you  support  that? 

Mr.  Greenspan.  I  can't  add  to  what  Chairman  Heifer  has  said. 

Senator  Grams.  Also,  Mr.  Chairman,  maybe  you  could  answer 
this.  What  would  be  the  biggest  threats  if  we  don't  act  in  1995? 

Listening  to  the  testimony  of  all  the  members  of  the  panel,  this 
seems  to  be  an  issue  which  merits  at  least  quick  action.  But  what 
if  action  is  delayed?  What  would  be  the  biggest  consequence? 

Mr.  Greenspan.  It's  very  difficult  to  tell.  My  suspicion  is  that  the 
only  significant  risk  that  exists  in  the  intermediate  period  is  the 
failure  of  a  large  thrift.  If  you  look  at  the  system  in  the  context  of 
the  next  2,  3,  4  years,  it's  pretty  obvious  that  the  system  will  dete- 
riorate in  a  manner  which  will  require  expeditious  action  on  the 
part  of  the  Congress. 

Since  it's  pretty  obvious  how  this  is  going  to  evolve,  it  strikes,  I 
suspect,  all  of  us  that  quick  action  is  required  because  it's  quite  un- 
likely that  new  information  is  going  to  arise  which  would  alter  the 
various  different  configurations  of  a  solution  that  makes  sense. 

Senator  Grams.  If  we  merged  the  funds  quickly,  would  it  make 
sense,  then,  that  they'd  have  to  be  merged  before  we  could  move 
on  or  the  industries  move  on  and  talk  about  merging  of  the  char- 
ters? If  they  merged  the  charters,  would  that  give  more  stability 
or  less  likelihood  of  a  large  S&L  failing  by  eliminating  those  char- 
ters and  merging  them  into  one  as  well?  But  is  this  the  first  step 
toward  that,  to  ensure  a  sounder  industry? 

Mr.  Greenspan.  Ideally,  one  would  want  to  do  everything  con- 
currently. But  if  you're  looking  at  a  timeframe,  clearly,  the  issue 
of  merging  the  funds  is  the  thing  which  creates  the  stability  that 
would  otherwise  be  absent  if  you  had  the  potential  of  a  severely  de- 
teriorating thrift  SAIF  system. 

I  do  think,  however,  that  if  you're  going  to  have  a  single  fund 
and  the  reason  you're  having  a  single  fund  is  you  are  dealing  with 
institutions  which  are  highly  competitive  with  one  another,  and  of 
decreasing  differences,  it's  fairly  obvious  that  the  thrift  charter 
which  did  so  much  to  create  a  very  significant,  positive  home- 
building  environment  in  the  1950's  and  the  1960's,  has  undergone 
very  severe  competitive  stress.  And  indeed,  it's  fairly  obvious  that 
depository  institutions  are  becoming  increasingly  like  one  another. 

If  that's  the  case  and  if  you  have  a  single  merged  fund,  then  the 
issue  of  trying  to  homogenize  the  charters  makes  a  good  deal  of 
sense  and  I  think  that  that  should  come  expeditiously,  ideally,  con- 
currently. But  obviously,  that's  not  necessarily  the  way  the  system 
needs  to  work  to  be  assured  that  we  get  a  fundamentally  good  sys- 
tem at  the  end  of  the  day. 

Senator  Grams.  Thank  you  very  much,  Mr.  Chairman. 

Thank  you  to  the  panel.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Sarbanes. 

Senator  Sarbanes.  I  took  my  turn.  But  Senator  Dodd 
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Senator  Dodd.  Well,  frankly,  I  think  we  have  got  a  very  good 
message  here  and  a  pretty  consistent  one,  other  than  the  RTC  fund 
issue,  which  I  found  myself  sort  of  agreeing  with  the  Chairman  and 
others  in  dealing  with  emergencies.  But  I  think,  Mr.  Chairman,  the 
testimony  has  been  excellent  and  I  appreciate  it. 

I  really  don't  have  any  questions.  The  question  I  have  is  the  one 
asked  by  Senator  Grams  dealing  with  the  merger  and  I  think 
you've  answered  that  for  me. 

So  I  hope  we  can  get  about  this  and  start  moving  quickly.  I'll 
yield  whatever  time  I  have  left  back  to  my  colleague. 

The  Chairman.  Senator  Sarbanes. 

OPENING  COMMENTS  OF  SENATOR  PAUL  S.  SARBANES 

Senator  Sarbanes.  I  would  like  to  ask,  first,  why  merging  the 
charters  would  take  such  a  long  period  of  time  to  work  out?  What 
is  the  timeframe  you  are  talking  about? 

Mr.  Hawke.  I  don't  think  it  would  take  an  exceptionally  long 
time,  Senator  Sarbanes.  In  the  sequence  of  addressing  these  issues, 
we  gave  top  priority  to  the  financial  restructuring  of  SAIF. 

Our  staff  has  been  working  very  hard  on  this  whole  range  of  an- 
cillary issues,  including  the  charter  issue.  We're  well  along  in  our 
work  on  that.  And  we  would  expect  to  be  able  to  share  our  thinking 
with  the  Committee  around  the  end  of  September.  We're  prepared 
to  work  with  the  Committee  and  move  on  those  issues. 

Senator  Sarbanes.  Is  there  a  consensus  position  at  the  table  on 
merging  the  charters,  or  was  that  not  part  of  the  focus  of  the  dis- 
cussions involving  a  consensus? 

Mr.  Hawke.  That  was  not  a  focus  of  the  interagency  discussions. 
I  suspect  that — I  can't  speak  for  the  other  Members,  but  I  suspect 
that  our  views  are  not  far  apart  on  those  issues. 

Ms.  HELFER.  I  think  that's  probably  correct. 

Mr.  FlECHTER.  I  would  agree  with  that. 

Mr.  Greenspan.  I  agree. 

Senator  Sarbanes.  So  the  question  is  not  whether,  but  how,  I 
take  it. 

Mr.  FlECHTER.  Yes,  sir. 

Ms.  Helfer.  Yes. 

Senator  Sarbanes.  Of  course,  that's  a  fairly  complicated  question 
in  certain  respects. 

Ms.  Helfer.  Yes. 

Senator  Sarbanes.  Now,  I'm  interested  in  how  you  deal  with  the 
problem  of  institutions  that  can't  handle  this,  which  may,  then, 
worsen  the  problem  of  the  system  that  we're  trying  to  correct.  For 
some  S&L's,  you  put  this  heavy,  one-time  assessment  upon  them. 
What  do  you  do  with  institutions  where  that,  in  effect,  is  enough 
to  put  them  below  the  waterline? 

Mr.  FlECHTER.  What  we  have  proposed  is  that  the  FDIC  board 
would  be  granted  the  authority  to  not  apply  the  special  assessment 
to  those  institutions  that  we  feel  would  be  actually  weakened  by 
the  assessment,  such  that  the  insurance  fund  itself  would  be  weak- 
ened. 

It's  a  little  bit  like  if  we  had  a  blood  bank  that  was  short  of  blood 
hitting  the  weak  and  infirm  to  try  to  build  up  the  blood  fund. 
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I  agree  with  the  thrust  of  what  you're  saying.  It  would  make 
things  even  worse. 

Senator  Sarbanes.  I'm  not  sure  that's  the  best  analogy  for  that. 

[Laughter.] 

It's  a  rather  gory  analogy,  but  go  ahead. 

[Laughter.] 

Mr.  FlECHTER.  We  clearly — it  would  be  shooting  ourselves  in  the 
foot  if,  in  an  effort  to  build  up  the  insurance  fund 

[Laughter.] 

Mr.  Fiechter.  Perhaps  we  spend  too  much  time  on  this. 

Senator  Sarbanes.  I  think  you'd  better  go  back  to  the  blood 
bank. 

[Laughter.] 

The  Oakar  banks  say,  well,  look.  We  picked  up  these  deposits. 
We  helped  out  the  fund.  And  now  we're  going  to  get  this  big  one- 
time assessment.  What's  your  response  to  that? 

Mr.  Fiechter.  The  Oakar,  to  the  extent  that  they  hold  SAIF-in- 
sured  deposits,  they  are  now  responsible  for  building  up  the  SAIF. 

Frankly,  I  don't  know  how  one  could  fairly  exempt  some  institu- 
tions that  hold  SAIF-insured  deposits  while  you  impose  the  special 
fee  on  other  institutions.  As  I  said  in  my  remarks,  there's  such  a 
blending  of  both  the  charters  and  the  funds,  that  it  would  be  a 
Herculean  effort  and  we  could  not  equitably  try  to  split  the  baby. 

I  think  the  proposal  that  we  have  come  up  with,  which  is  that 
anyone  holding  SAIF-insured  deposits  is  responsible  for  building  up 
the  SAIF,  is  fair. 

Senator  Sarbanes.  Well,  would  those  institutions  be  able  to  line 
up  at  the  blood  bank  if  they  were  in  that. 

[Laughter.] 

Mr.  Fiechter.  Yes. 

[Laughter.] 

Senator  Sarbanes.  To  the  extent  that  there  was  a  problem  there. 

Mr.  Fiechter.  Any  institution  that  would  be  liable  for  the  spe- 
cial assessment,  I  think  we're  all  envisioning  that  the  board  could 
grant  such  an  exemption  for  anyone  that  would  be  subject  to  the 
special  assessment. 

Senator  Sarbanes.  Have  you  worked  out  any  sense  of  what  the 
parameters  are  for  the  special  exemption? 

Ms.  Helfer.  We've  been  talking,  Senator  Sarbanes,  quite  a  bit 
about  how  one  might  identify  these  institutions.  We  would  look,  of 
course,  to  those  institutions  currently  defined  as  problem  institu- 
tions, 4  and  5  rated  institutions,  looking  at  the  CAMEL  rating  sys- 
tem and  trying  to  isolate  those  that  would  be  likely  to  create  losses 
to  the  fund  if  it  was  required  that  they  pay  the  up-front  special  as- 
sessment once. 

They  would  not  be  exempted,  however,  completely.  They  would 
be  required  to  pay  their  share  over  4  years.  It's  important  not  to 
reward  institutions  that  are  undercapitalized  and  have  been,  in 
fact,  poorly  managed,  by  exempting  them  all  together. 

I  will  say  with  respect  to 

Senator  Sarbanes.  Now,  by  using  this  approach,  you  eliminate, 
I  take  it,  the  accounting  problem.  Is  that  right? 
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At  one  time,  wasn't  there  consideration  of  a  3-year  spread,  but 
that  was  found  not  to  conform  with  generally  accepted  accounting 
principles.  Is  that  correct? 

Ms.  Helfer.  That  is  correct.  The  agencies  together  felt  very 
strongly  that  whatever  proposal  we  come  up  with  conform  to  all 
generally  accepted  accounting  principles.  The  accountants  were 
uniform  in  saying  that  if  the  special  assessment  were  spread  over 
3  years,  that  it  would  not  meet  requirements  for  tax-deductibility 
purposes. 

Arid  I  might  add  that  there  are  a  large  number  of  thrift  institu- 
tions, a  number  that  have  come  to  me  personally  and  to  others  on 
the  panel,  to  say  they  would  rather  pay  the  up-front  special  assess- 
ment, get  the  issue  behind  them,  have  a  sound  fund,  and  be  able 
to  move  forward,  that  that's  a  sounder  place  to  be  in  the  market- 
place and  win  respect  to  raising  capital. 

Senator  Sarbanes.  Mr.  Chairman,  my  time  is  up.  Can  I  just  put 
one  question  to  Chairman  Greenspan? 

The  Chairman.  Certainly. 

Senator  Sarbanes.  Chairman  Greenspan,  in  reading  your  testi- 
mony, I  want  to  make  sure  I  understand  what  you  are  saying  on 
page  5.  I  take  it  your  point  is  if  you  have  a  migration  of  deposits 
from  SAIF  to  BIF,  that  one  consequence  of  that  would  be  higher 
premiums  for  BIF  members  since  the  deposit  base  will  have  grown, 
in  a  sense,  in  an  abnormal  way  because  of  this  migration  that's 
taking  place. 

So,  in  effect,  that  has  to  also  be  factored  in  when  you  think  of 
what's  happening  to  BIF  members.  There's  a  potential  cost  on  the 
deposit  insurance  premiums  that  BIF  members  might  incur  be- 
cause of  the  migration  of  deposits,  which,  if  that  were  not  to  hap- 
pen, would  not  come  over  upon  them  as  a  burden.  Do  I  understand 
that  point  correctly? 

Mr.  Greenspan.  That's  correct. 

Senator  Sarbanes.  Thank  you. 

The  Chairman.  Senator  Faircloth. 

Senator  Faircloth.  Thank  you,  Mr.  Chairman.  I  have  just  a  cou- 
ple of  very  short  questions. 

Chairman  Greenspan,  under  this  plan,  if  we  do  this  in  reconcili- 
ation, I'm  told  that  we  can  achieve  approximately  $2  billion  in  sav- 
ings. Do  you  think  that  achieving  our  deficit  savings  by  using  the 
deposit  insurance  fund  is  a  proper  way  to  do  it?  Or  should  we  make 
real  cuts  in  Federal  spending  programs  and  bring  about  the  $2  bil- 
lion savings  that  way? 

Mr.  Greenspan.  Well,  Senator,  I  can't  really  comment  on  the 
technical  aspects  of  how  this  should  be  done.  This  is  an  issue  which 
Congress  has  got  to  decide. 

The  actual  savings,  however,  are  real,  in  the  sense  that  there  are 
increased  fees  as  distinct  from  that  gimmick  that  was  used  when 
our  Federal  Reserve  surplus  was  moved  out  into  the  Treasury  and 
counted  as  a  savings. 

Senator  Sarbanes.  That's  on  the  list,  too,  I  might  tell  you. 

[Laughter.] 

Mr.  Greenspan.  That  has  no  effect  on  the  borrowing  from  the 
public  and,  as  a  consequence,  is  irrelevant  to  resolving  the  deficit 
problem. 


27 

Whatever  one  may  think  about  the  issue  of  employing  the  re- 
ceipts in  SAIF,  at  least  it  does  reduce  the  borrowing  from  the  pub- 
lic and,  in  that  respect,  does  reduce  the  Federal  deficit. 

It's  not  fun  and  games.  It's  real  stuff.  You  may  not  like  that  and 
that's  certainly  an  issue  which  I  think  Congress  has  to  debate.  But 
I  would  distinguish  one  issue  from  the  other  in  that  regard. 

Senator  Faircloth.  You  absolutely  read  my  next  question,  which 
was  the  $300  million.  Was  that  a  phony  savings  process?  You  said 
that  it  was. 

Mr.  Greenspan.  It  was,  indeed,  and  I  think  that  CBO  now 
grants  that  that  is  in  fact  the  case.  Hopefully. 

Senator  Faircloth.  You've  answered  both  of  my  questions. 
Thank  you. 

Mr.  Greenspan.  Thank  you. 

Senator  Faircloth.  Ms.  Heifer,  under  this  plan,  banks  will  share 
in  the  FICO  payment,  which  you  suggest  will  cost  them  2V2  cents. 
But  under  your  earlier  proposal,  bank  premiums  would  go  to  4 
cents.  Now  under  the  new  plan,  will  bank  premiums  be  at  4  cents 
or  will  they  now  be  6V2  cents? 

Ms.  Helfer.  The  FDIC  board  has  to  make  a  judgment  under  the 
law  every  6  months  on  how  to  set  the  premiums  going  forward.  We 
have  a  number  of  factors  we  must  take  account  of  under  the  law. 

The  proposal  in  January  was  based  upon,  obviously,  the  law  at 
the  time  which  requires  us  to  take  account  of  the  costs  that  we 
incur,  to  take  account  of  potential  losses  to  the  fund,  to  take  ac- 
count of  significant  economic  factors  that  can  create  losses  as  well. 
Those  are  all  the  factors  that  we  take  account  of. 

The  board  will  be  taking  a  look  at  those  issues  very  soon  in  de- 
ciding how  to  make  a  final  judgment. 

If  Congress  acts  on  the  proposal  that  we're  bringing  today,  that 
will  be  one  more  factor  that  the  FDIC  board  will  be  required  to 
take  account  of  in  setting  bank  premiums.  But  whether  those  pre- 
miums will  be  4  or  6  at  the  time  that  we're  required  to  look  at  that 
issue  in  January  or  February,  will  depend  on  all  of  the  other  fac- 
tors that  I've  identified,  including  any  investment  income  to  the 
fund  at  the  time,  which  can  also  be  used  to  essentially  reduce  the 
assessments  going  forward. 

So  I  can't  answer  the  question  now.  I  can  tell  you  that  is  a  factor 
that  will  have  to  be  considered. 

Senator  Faircloth.  But,  assuredly,  it's  going  to  cost  some  more 
than  4  cents. 

Ms.  Helfer.  Well,  we  are  seeing,  I  might  add,  a  very,  very 
healthy  banking  industry.  We  have  32-year  record-high  capital  lev- 
els. We  are  seeing  that  for  essentially  ten  quarters  in  a  row,  banks 
have  had  record  earnings.  And  we  are  seeing  a  diminution,  in  fact, 
in  the  problem  assets  in  the  banking  industry,  as  well  as  in  the 
losses  to  the  fund. 

So  I  simply  cannot  predict  in  January  if  this  very,  very  positive 
trend  in  these  series  of  trends  continue  what  might  be  necessary 
to  maintain  the  target  ratio  of  1.25." 

Senator  Faircloth.  All  right.  Thank  you  so  much. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  With  respect  to  the  question  that  Senator 
Faircloth  put  to  you,  what  you're  saying,  I  take  it,  is  that  there 
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may  be  variations  at  times  depending  upon  the  economic  health  of 
the  industry,  and  that,  indeed,  the  industry  has  done  significantly 
better.  The  funds  established  in  the  insurance  fund  have  risen  to 
a  level  where  the  projected  premium  rate  now  is  4  basis  points.  Is 
that  correct? 

Ms.  Helfer.  Right  now,  the  FDIC  expects  that  the  Bank  Insur- 
ance Fund  recapitalized  some  time  in  the  second  quarter.  We  will 
have  the  reports  in  our  hands  and  fully  analyzed  by  mid-Septem- 
ber. 

The  expectation  in  January  was  that  if  the  fund  did  recapitalize 
in  the  second  quarter  or  early  in  the  third  quarter  at  the  time,  that 
4  cents  would  be  enough  for  the  well-capitalized,  well-managed  in- 
stitutions. But  the  proposal  has  a  4  to  31  basis  point  range  for  pre- 
mium assessments  to  take  account  of  Congress's  requirement  that 
we  set  these  rates  on  a  risk-related  basis. 

But  you're  absolutely  right,  that  we  were  taking  account  of  the 
health  of  the  industry  in  setting  those  premiums  and  we'll  continue 
to  do  that. 

The  Chairman.  That  is  an  ongoing  process. 

Ms.  Helfer.  Absolutely. 

The  Chairman.  The  banks  are  obviously  depending  upon,  and 
the  Congress  hopes  that  the  financial  health  of  the  community  is 
such  that  you  might  even  have  a  slight  premium  reduction  in  the 
future.  Is  that  correct? 

Ms.  Helfer.  That's  certainly  possible. 

The  Chairman.  It  might  go  the  other  way.  So  these  are  the  fac- 
tors. 

Ms.  Helfer.  That's  correct. 

The  Chairman.  I  raise  the  question,  maybe,  Mr.  Fiechter,  you 
can  touch  on  it.  The  question  is  on  the  proposal  that  we're  discuss- 
ing now.  What  is  the  practical  impact? 

I  have  no  idea  of  the  relative  effect  on  the  industry  when  you  say 
2  basis  points  on  deposits.  I  don't  think  anybody  does.  In  dollars 
and  cents,  can  you  give  us  a  dimension  that  people  can  understand 
for  what  it  will  cost  the  average  commercial  bank?  What  percent- 
age? If  you  can  give  it  in  terms  that  people  can  understand.  What 
is  the  relative  importance  of  this  2  basis  points? 

Mr.  Fiechter.  Let  me  start  with 

The  Chairman.  The  importance  or  impact. 

Mr.  FIECHTER.  With  the  thrift  industry,  if  I  might,  and  that  re- 
lates to  the  special  premium,  which  is,  as  we  said,  85  to  90  basis 
points. 

Putting  it  in  terms  of  income  that  thrifts  earned  in  1994,  on  an 
after-tax  basis,  it  means  that  SAIF-insured  thrifts  will  be  spending 
what's  equivalent  to  9  to  12  months  of  their  income.  So  it,  in  es- 
sence, exhausts  the  income  that  they  earned  last  year. 

The  CHAIRMAN.  You're  saying  the  percentage  of  earnings  rep- 
resented by  the  special  assessment  as  a  matter  of  impact,  will 
range  from  75  to  100  percent  of  thrifts'  1994  income. 

Mr.  Fiechter.  Correct. 

The  Chairman.  These  institutions  will  contribute  immediately, 
up-front,  with  helping  to  solve  the  problem.  What  is  the  dollars  and 
cents?  What  does  that  amount  to? 


29 

Mr.  Fiechter.  Looking  at  the  thrifts  that  we  supervise,  they 
made  about  $4V2  billion  on  an  after-tax  basis.  What  the  SAIF 
member  thrifts  will  have  to  give  up  is  roughly  4  to  4V2.  The  rest 
of  it  will  be  handled  by  the  institutions  that  hold  SAIF-insured  de- 
posits, the  thrifts  that  have  converted,  and  the  Oakar  banks. 

The  other  side  of  it  is  the  sharing  of  the  FICO  obligation,  which 
we're  talking  about  roughly  two  basis  points.  That  roughly  is  about 
$600  million  a  year  that  the  BIF-insured  institutions  will  have  to 
pick  up.  That's  before  tax. 

On  an  after-tax  basis,  that  would  be  roughly  $400-$450  million 
a  year.  The  BIF-insured  institutions  made  in  1994,  roughly  $45  bil- 
lion. If  you  throw  on  top  of  that  $45  billion  the  benefit  that  will 
be  derived  from  the  reduction  in  BIF  premiums,  that  adds  roughly 
another  $5  billion  of  income.  So  it  is  a  $400  million  after-tax  ex- 
pense out  of  a  $50  billion  income. 

The  Chairman.  OK.  There's  one  other  aspect.  Now  let's  go  over 
this  because  I'm  going  to  be  very  candid.  You're  educating  me.  I 
don't  even  know  how  many  members  of  the  public  differentiate  be- 
tween BIF  and  SAIF.  If  you  say,  BIF,  SAIF,  people's  eyes  glaze 
over.  Members  of  the  Congress  may  do  the  same.  It's  a  fact. 

Maybe  they  would  resent  me  saying  that,  but  this  is  not  the  easi- 
est topic  unless  you're  dealing  with  it  on  a  regular  basis. 

You're  saying  that  as  a  result  of  the  FDIC's  anticipated  reduction 
of  the  premiums  on  the  BIF  members,  that  there  will  be  a  savings 
to  commercial  banks  of  approximately  $5  billion  annually? 

Ms.  Helfer.  It's  somewhere  between  $4V2  and  $5  billion,  we 
would  expect. 

The  Chairman.  OK  Let's  use  $4V2  billion.  The  proposal  that  we 
are  considering,  that's  $4V2  billion  that  they're  going  to  save,  that 
they  will  not  have  to  be  laying  out.  And  of  course,  we  should  factor 
in  the  tax  consequences.  But  it's  $4V2  billion  gross,  as  opposed  to — 
let's  take  a  gross  figure  of  $600  million  that  this  would  call  for.  Is 
that  correct? 

Ms.  Helfer.  Yes. 

The  Chairman.  I  have  no  further  questions,  except  that  I  would 
like  to  say  that  I  think  we're  very  fortunate,  Senator  Sarbanes,  to 
have  somebody  like  Mr.  Hawke  in  Treasury.  When  it  comes  to  deal- 
ing with  the  complexities  of  the  various  issues  in  working  out  a 
permanent  solution,  which  you  touched  on  in  terms  of  considering 
an  eventual  merger  of  the  fund  and  the  industry,  we  will  need  Mr. 
Hawke's  kind  of  leadership  and  stewardship  in  working  with  all  of 
the  institutions. 

Hopefully,  that's  something  that  we  could  all  work  out  together. 
When  I  say  we  all,  I'm  talking  about  not  only  the  Congress  and  the 
Administration,  but  the  industry,  because  I  think  that's  terribly 
important.  Maybe  we  have  an  opportunity  to  make  some  very  sub- 
stantial progress  and  deal  with  some  other  problems  that  the  bank 
and  thrift  institutions  have. 

It  might  provide  us  with  a  unique  opportunity  to  do  something 
in  a  constructive  way. 

I  have  no  further  questions. 

Mr.  Hawke.  Mr.  Chairman,  if  I  may.  On  that  last  point,  as  I  said 
before,  we're  working  away  on  these  other  issues.  We  hope  to  be 
able  to  get  back  with  Members  of  the  Committee  and  staff,  prob- 
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ably  by  the  end  of  September,  the  beginning  of  October,  in  order 
to  be  able  to  ventilate  the  rest  of  the  package.  There  are  a  lot  of 
complex  issues  that  require  interagency  coordination  and  we're 
moving  ahead  on  those.  We  hope  to  get  back  with  you  promptly. 

Senator  Sarbanes.  I  would  imagine  there  would  be  some — we're 
going  to  have  to  look  very  carefully  at  how  that  transition  is  done, 
would  we  not,  the  difficult  transition  issue  here? 

Mr.  Hawke.  There  will  be,  Senator  Sarbanes,  in  that  there  are 
a  lot  of  technical  issues  that  have  to  be  scrubbed  down  in  the  proc- 
ess. But  we're  working  ahead  on  those. 

The  Chairman.  I  want  to  thank  all  of  the  members  of  the  panel 
who  have  taken  of  their  time  and  their  schedules.  And  also  thank 
them  for  the  work  that  they  have  put  in. 

Now  we  go  from  a  panel  of  near-unanimity  to  a  panel  of  probably 
total  disagreement.  But  that's  what  this  is  about,  to  get  all  of  the 
views. 

We  thank  you. 

Ms.  Helfer.  Thank  you  very  much. 

Mr.  FlECHTER.  Thank  you. 

The  Chairman.  I  want  to  thank  our  second  panel  for  being  so  pa- 
tient. 

Mr.  Carson,  I  bring  you  the  greetings  of  Senator  Dodd,  your  Sen- 
ator, who  is  sorry  that  other  commitments  make  it  impossible  for 
him  to  be  here  to  greet  you.  But  I  certainly  do  that  on  his  behalf. 
We  are  delighted  to  have  you  here. 

Mr.  McMillan,  we  thank  you  for  being  with  us  and  bringing  your 
perspective  to  this  important  issue. 

Mr.  Mount,  similarly.  You  come  from  the  longest  distance,  from 
Saratoga,  California.  I  thought  it  was  going  to  be  Saratoga,  New 
York. 

Mr.  MOUNT.  Unfortunately,  it's  not. 

The  Chairman.  I  would  say  you  missed  a  day  at  the  races.  This 
is  the  big  season  that  they  open  up  in  Saratoga,  New  York. 

Mr.  Mount.  It  is. 

The  Chairman.  So  before  you  go  back,  you  might  want  to  detour 
through  New  York. 

Mr.  Mount.  Good  idea. 

The  Chairman.  I  understand  we  have  Mr.  O'Brien,  President  of 
the  North  Side  Savings  Bank.  We're  delighted  to  have  you  with  us. 
I  wonder  why  we  don't  have  a  tag  for  Mr.  O'Brien.  But  he's  so  well 
known  that  he  doesn't  need  one. 

Why  don't  we  start?  Mr.  Carson,  do  you  have  a  statement? 

OPENING  STATEMENT  OF  DAVID  E.A.  CARSON,  CHAIRMAN 

AMERICA'S  COMMUNITY  BANKERS,  WASHINGTON,  DC 

AND  PRESEDENT  &  CEO,  PEOPLE'S  BANK,  BRIDGEPORT,  CT 

ACCOMPANIED  BY:  THOMAS  O'BRIEN,  CEO 

NORTH  SIDE  SAVINGS  BANK,  FLORAL  PARK,  NY 

Mr.  Carson.  Yes,  thank  you. 

The  Chairman.  Let  me  say  that  it  is  not  necessary  to  read  the 
totality  of  the  statement.  I  would  encourage  each  of  you  to  get  right 
to  the  heart  of  your  concerns.  We  will  take  your  statements  as  if 
read  in  the  entirety.  If  you  feel  compelled  to  do  so,  fine.  But  I 
would  appreciate  it  if  you  got  right  to  the  significant  part  of  it. 
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Mr.  Carson. 

Mr.  Carson.  I  am  always  very  happy  to  summarize,  Mr.  Chair- 
man. 

The  Chairman.  And  that  is  a  great  bowtie,  by  the  way. 

Mr.  Carson.  Thank  you.  I  have  a  1-800  number  if  you  need 
bowties. 

The  Chairman.  You  and  Imus? 

Mr.  Carson.  That's  right. 

[Laughter.] 

The  Chairman.  He  does  that  for  Fred.  He  has  a  1-800  number. 
He  comes  from  your  State,  Imus  does.  He  lives  in  Connecticut. 

Mr.  Carson.  That's  right,  right  next  door. 

Chairman  D'Amato  and  Members  of  the  Committee,  it  is  a  pleas- 
ure today  to  present  the  views  of  America's  Community  Bankers. 
And  as  indicated,  I'm  David  Carson  and  I'm  Chairman  of  America's 
Community  Bankers  and  the  Chief  Executive  Officer  for  People's 
Bank  in  Bridgeport,  Connecticut.  Interestingly  enough,  People's 
Bank  is  a  BIF-insured  institution. 

As  you  indicated,  Tom  O'Brien  is  joining  me.  Tom  is  cochair  of 
America's  Community  Bankers  government  affairs  steering  com- 
mittee and  a  very  important  banker  in  the  New  York  financial 
community. 

Over  the  last  6  months,  thanks  largely  to  your  efforts,  Mr.  Chair- 
man, the  critical  nature  of  the  disparity  of  deposit  insurance  pre- 
miums between  BIF  and  SAIF  has  come  into  sharp  focus.  We  clear- 
ly heard  about  the  finances  of  the  situation  today  from  the  regu- 
latory agencies  and  from  the  Administration. 

Mr.  Chairman,  we're  very  pleased  and  grateful  for  your  leader- 
ship in  addressing  this  issue  and  both  you  and  Senator  Sarbanes 
have  been  very  receptive  to  understanding  the  complexity  of  it  and 
your  willingness  to  move  forward  is  really  appreciated. 

Our  written  statement  has  been  submitted  to  you  and  it  does 
concur,  really,  with  all  the  financial  information  that  you  have 
heard  today  from  the  Administration  and  from  the  regulators.  This 
public  policy  issue  has  been  an  extremely  difficult  one  for  America's 
Community  Bankers.  The  reason  is  simple.  The  cost  of  the  solution 
of  this  problem  is  large  and  the  funding  sources  are  scarce. 

We  believe  it  is  extraordinarily  important  to  take  this  oppor- 
tunity to  establish  a  single  FDIC  insurance  fund  with  a  single  pre- 
mium structure. 

What  ACB  proposes  is  an  integrated  package  of  actions,  includ- 
ing $6.1  billion  special  premium  payment  by  SAIF-insured  institu- 
tions. It  is  important  to  note  that  our  board  voted  unanimously  to 
endorse  that  position,  even  though  it  means,  as  has  been  indicated, 
nearly  a  year  of  earnings  for  most  of  the  institutions  in  our  organi- 
zation. 

We  believe  that  premiums  for  all  institutions  in  the  deposit  in- 
surance fund  should  drop  quickly  to  as  low  a  level  as  is  consistent 
with  maintaining  a  properly  capitalized  insurance  fund. 

We  further  would  like  to  see  the  rebate  authority  restored  to  the 
FDIC,  which  was  the  method  that  we  had  prior  to  1987  for  main- 
taining the  level  of  premiums  at  the  lowest  possible  level. 

We  believe  that  with  the  rapid  capitalization  of  SAIF,  the  insur- 
ance funds  must  be  merged  when  both  funds  are  fully  capitalized. 
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It  is  extremely  important  for  the  institutions  that  forego  a  year's 
earnings  because  of  the  premium  disparity  problem,  to  get  this 
problem  behind  them  permanently  and  that  we  not  be  held  nostage 
to  future  changes  in  the  economy  that  might  lead  to  further  assess- 
ments against  the  industry. 

We  believe  that  the  FICO  costs  should  be  shared  by  both  SAIF- 
and  BIF-insured  institutions  on  a  pro  rata  basis  and  are  pleased 
that  the  regulators  and  the  administration  are  unanimous  in  en- 
dorsing that  position. 

We  continue  to  believe  that  the  deployment  of  some  excess  RTC 
fund  has  a  legitimate  role  in  the  solution  to  this  issue,  whether  for 
case  resolution  costs,  reducing  the  FICO  burden,  or  otherwise. 

The  view  is  subscribed  to  by  a  wide  variety  of  individuals  and 
groups,  including  a  former  chairman  of  the  FDIC,  other  banking 
organizations  and  Members  of  Congress. 

Unless  SAIF's  financial  flaws  are  addressed  by  the  end  of  the 
year,  a  differential  of  about  20  basis  points  will  exist  between  BIF 
and  SAIF  insurance  premiums. 

We've  already  heard  the  comments  by  the  Chairman  of  the  Fed- 
eral Reserve  as  to  what  that  kind  of  differential  does  in  a  free  mar- 
ket economy. 

We  believe  that  those  problems  can  be  avoided  by  prompt  action 
of  this  Committee  and  believe  that  the  time  is  now.  We  believe  that 
the  merger  of  BIF  and  SAIF,  in  the  context  that  has  been  set  out, 
will  solve  most  of  the  problems  of  the  deposit  insurance  system.  An 
insurance  fund  merger  is  simply  good  public  policy  and  it  captures 
what  the  public  already  believes,  which  is  that  there  is  one  FDIC 
and  that  is  the  insurer  of  everybody. 

The  public,  as  you  indicated  earlier,  does  not  understand  the  dis- 
parity between  BIF  and  SAIF.  What  is  really  important  about  the 
deposit  insurance  system  is  not  what  it  does  for  an  individual  insti- 
tution, but  the  guarantee  it  gives  to  the  American  public.  That's 
just  plain  good  public  policy  and  we  believe  it's  time  now  to  remove 
any  shadow  of  doubt  about  what  public  policy  is,  which  is  that  we 
have  strong  Government  which  supports  a  strong  deposit  insurance 
fund  and  a  strong  financial  sector. 

My  early  background  is  as  an  actuary.  I'm  still  a  member  of  the 
American  Academy  of  Actuaries.  I  enjoy  a  lot  of  the  discussion 
about  what  premiums  should  be  and  shouldn't  be. 

Financial  guarantees  are  one  of  the  hardest  things  to  determine 
premiums  for  because,  by  their  nature,  financial  guarantees  come 
into  play  at  times  of  economic  distress.  It  is  the  factor  of  economic 
distress  that  makes  it  extremely  difficult  for  private  financial  guar- 
antors to  ensure  an  entire  industry  because  at  the  very  point  at 
which  the  industry  may  need  help,  those  same  financial  institu- 
tions may  be  having  the  same  kinds  of  problems,  again,  with  either 
their  investment  portfolio  or  with  their  own  financial  structure. 

So  it's  extremely  difficult  to  talk  about  the  private  sector  involve- 
ment in  deposit  insurance. 

The  American  system  has  worked  well  for  50  years.  We  believe 
that  the  restructuring  into  a  single  deposit  insurance  fund  will  en- 
sure a  strong  system  for  the  21st  century. 

We're  not  going  to  talk  about  opposition  to  the  program  because 
we  believe 
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The  Chairman.  You'll  hear  plenty,  don't  worry. 

[Laughter.] 

Mr.  Carson.  We  believe  that  the  public  policy  issues  override  the 
narrow  ones.  Again,  I  would  like  to  point  out  that  ACB  members, 
because  they  include  many  savings  banks  from  the  New  England 
States  and  New  York,  have  both  BIF  and  SAIF  members. 

In  terms  of  debating  the  issue  of  what  is  good  public  policy  for 
our  association  to  endorse,  we  believe  that  good  public  policy  says, 
merge  the  funds.  Do  it  now.  Resolve  the  differences.  Enhance  the 
charter  of  financial  institutions  so  that  all  of  us  can  compete  better 
in  the  21st  century. 

We  believe  that  now  is  the  time  to  do  it.  Our  industry  is  ready 
to  do  that  and  support  your  efforts  in  whatever  way  we  can  to 
make  sure  it  happens  in  1995. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Mr.  Carson. 

Mr.  McMillan. 

OPENING  STATEMENT  OF  HOWARD  L.  McMILLAN,  JR. 

PRESIDENT  &  CHIEF  OPERATING  OFFICER 

DEPOSIT  GUARANTY  NATIONAL  BANK,  JACKSON,  MS 

ON  BEHALF  OF  THE  AMERICAN  BANKERS  ASSOCIATION 

Mr.  McMillan.  Thank  you,  Senator. 

I'm  pleased  to  be  here  today  and  I  thank  you  for  scheduling  these 
hearings. 

It's  very  important  that  these  issues  be  discussed  and  that  ac- 
tions be  based  on  a  very  clear  understanding  of  the  situation. 

In  my  statement  this  morning,  I  would  like  to  emphasize  three 
key  points. 

First,  the  Bank  Insurance  Fund  premiums  should  be  reduced. 
We  have  recapitalized  the  BIF  just  as  we  pledged  to  do  and  have 
done  so  a  decade  ahead  of  schedule  and  without  any  cost  to  the 
taxpayers. 

Second,  the  S&L  problem  should  be  properly  defined.  This  may 
sound  very  elementary,  but  it's  not.  The  issues  are  complex  and 
fundamental  to  the  S&L  charter  itself.  Moreover,  without  a  clear 
definition  of  the  problem,  any  solution  can  lead  to  bad  public  policy. 

It's  important  to  understand  that  the  health  of  the  S&L  industry 
is  excellent  right  now.  The  SAIF  assessment  base  is  growing  and 
S&L  stock  prices  have  risen  dramatically  this  year.  Moreover,  the 
projected  S&L  failures  this  year  have  just  been  slashed  to  a  very 
low  number.  In  sum,  the  S&L  industry  and  SAIF  are  in  much  bet- 
ter shape  than  anyone  could  have  imagined  only  a  year  ago. 

If  the  fundamental  concern  is  that  the  SAIF  base  is  inherently 
unstable,  the  solution  must  look  to  the  viability  of  the  S&L  charter 
itself. 

We  believe  that  only  a  comprehensive  solution  can  address  this 
issue.  And  not  to  address  this  issue  will  surely  mean  that  we  will 
be  back  in  this  room  soon  debating  the  next  installment  of  the  S&L 
rescue  package.  Given  the  record  of  the  last  decade,  can  we  afford 
to  have  a  separate  S&L  charter  that  simply  doesn't  seem  to  work? 

Fortunately,  many  S&L's  agree  with  our  proposal  to  end  the  sep- 
arate S&L  charter  and  in  fact,  leaders  of  the  industry  have  come 
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to  us  saying  that  we  should  work  together  on  just  such  an  ap- 
proach. 

I  think  Mr.  Carson  just  verified  that. 

Before  moving  on  to  our  proposed  approach,  I  do  want  Commit- 
tee Members  to  realize  that  it  is  extremely  difficult  for  bankers  to 
understand  why  they  should  be  a  part  of  any  S&L  rescue  legisla- 
tion. As  a  banker  told  me,  we  would  all  like  someone  to  help  pay 
our  debts.  But  that  doesn't  mean  our  neighbors  should  pay  off  our 
car  loans  or  our  mortgage. 

Bankers  truly  believe  that  they  have  yet  to  be  shown  why  they 
should  pay  for  obligations  relating  to  S&L's,  their  most  direct  com- 
petitors. They  ask  me  if  there  has  ever  been  precedent  for  the  Gov- 
ernment mandating  that  one  private-sector  firm  relieve  its  competi- 
tor's obligations. 

Bankers  see  some  proposals  as  nothing  less  than  a  tax  on  bank 
depositors  to  fund  yet  another  phase  in  the  S&L  rescue  package. 
Despite  these  strongly  held  feelings,  the  ABA  has  put  forth  a  com- 
prehensive plan  to  address  SAIF,  FICO  and  the  future  of  the  S&L 
industry  and  we  do  want  to  work  with  this  Committee  to  resolve 
once  and  for  all  this  seemingly  endless  issue. 

Let  me  also  address  the  issue  of  a  merger  of  BIF  and  SAIF.  To 
merge  the  insurance  funds  while  maintaining  the  separate  S&L 
charter  would  be  totally  unacceptable  to  every  banker  in  the  coun- 
try. Basically,  that  would  be  asking  the  banking  industry  to  put  at 
risk  its  entire  net  worth  to  help  support  its  primary  competitor. 

The  S&L  charter  has  proven  to  be  unworkable,  and  in  fact  dan- 
gerous. It  has  caused  serious  financial  problems  since  the  early 
1980's  and  has  cost  the  taxpayers  $150  billion.  How  could  bankers 
be  expected  to  accept  having  that  charter  in  their  insurance  fund 
and  therefore,  be  liable  with  no  limit  for  the  next  round  of  S&L 
failures? 

This  is  the  heart  of  my  third  point  this  morning.  It  is  critical 
that  any  solution  be  comprehensive.  If  a  resolution  is  to  be  final, 
it  must  include  elimination  of  the  separate  charter.  Anything  short 
of  that  will  inevitably  lead  to  another  economically  and  politically 
painful  S&L  rescue  bill. 

There  are  many  elements  that  constitute  a  comprehensive  solu- 
tion. One,  thrifts  should  be  responsible  for  capitalizing  the  SAIF. 
Fortunately,  the  thrift  industry  itself  has  stepped  up  to  the  plate. 
Second,  bank  premiums  should  be  reduced  and  set  to  maintain  the 
fund  at  the  1.25  level.  Three,  once  the  SAIF  is  fully  capitalized,  the 
thrift  charter  should  be  merged  into  a  new  bank  charter.  Four,  all 
parties  with  potential  interest  in  FICO  obligations  and  in  resolving 
the  SAIF/FICO  situation  should  contribute  to  FICO.  And  five,  if 
banks  and  their  customers  contribute  to  the  solution,  there  should 
be  offsetting  opportunities  to  cover  those  costs. 

Given  the  level  of  banker  concerns,  I  am  sure  you  can  under- 
stand why  bankers  believe  it  is  critical  that  the  S&L  issue  be  cor- 
rectly defined  and  that  any  solution  be  comprehensive.  We're  work- 
ing closely  with  other  bank  groups,  and  we  have  reached  out  to 
open  discussions  with  leaders  of  the  S&L  industry.  We  have  found 
the  leaders  of  the  S&L  industry  to  be  forthcoming  and  thoughtful 
and  we  are  in  agreement  on  the  key  elements  of  a  comprehensive 
solution. 
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We  stand  ready  to  work  with  Congress,  the  Administration,  and 
the  regulators  to  reach  a  consensus  on  a  comprehensive  solution, 
one  that  will  ensure  once  and  for  all  that  we  will  never  ever  have 
to  face  this  issue  again. 

Thank  you,  sir. 

The  CHAIRMAN.  Thank  you  very  much,  Mr.  McMillan. 

Mr.  Mount. 

OPENING  STATEMENT  OF  RICHARD  L.  MOUNT,  PRESIDENT 
&  CEO,  SARATOGA  NATIONAL  BANK,  SARATOGA,  CA 

ON  BEHALF  OF  THE 
INDEPENDENT  BANKERS  ASSOCIATION  OF  AMERICA 

Mr.  Mount.  Good  afternoon,  Mr.  Chairman,  and  Members  of  the 
Committee. 

My  name  is  Richard  Mount  and  I  am  President  and  CEO  of  the 
Saratoga  National  Bank,  which  is  about  a  $90  million  bank  located 
in  Saratoga,  California. 

I  am  also  President  of  the  Independent  Bankers  Association  of 
America.  And  on  behalf  of  the  Nation's  community  banks,  I  am 
pleased  to  present  our  views  on  the  condition  of  the  deposit  insur- 
ance funds  and  the  potential  impact  of  the  FDIC's  proposed  Bank 
Insurance  Fund  premium  reduction. 

The  financial  health  of  the  three  Federal  deposit  insurance 
funds — the  Bank  Insurance  Fund,  the  Savings  Association  Insur- 
ance Fund,  and  the  National  Credit  Union  Share  Insurance  Fund — 
is  critical  to  maintaining  depositor  confidence,  protecting  American 
taxpayers  and  preserving  local  economies  that  depend  on  credit 
from  insured  institutions. 

In  recognition  of  this,  last  year,  the  IBAA  was  the  first  trade  as- 
sociation that  called  for  and  offered  a  solution  to  the  SAIF/FICO 
funding  problem. 

FDIC  Chairman  Heifer  believes  that  SAIF  funding  is  imperiled 
for  three  reasons.  First,  the  SAIF  is  severely  undercapitalized.  Sec- 
ond, 45  percent  of  the  SAIF  assessments  are  diverted  to  the  Fi- 
nancing Corporation  interest  payments.  And  then,  finally,  on  July 
1,  1995,  the  SAIF  became  obligated  for  losses  in  the  savings  asso- 
ciations that  fail  after  that  date. 

In  addition,  because  of  the  controversial  FDIC  legal  interpreta- 
tion, assessments  on  Oakar  and  Sasser  deposits  cannot  be  used  to 
pay  for  the  FICO  obligation.  Also,  several  large  thrift-holding  com- 
panies have  applied  to  charter  banks.  They  intend  to  induce  their 
customers  to  transfer  their  accounts  from  the  thrift  to  the  bank, 
and  this  will  further  shrink  the  SAIF  deposit  assessment  base. 

As  required  by  law,  FDIC  has  proposed  retaining  the  current 
range  of  SAIF  premiums  while  reducing  BIF  premiums.  The  effect 
that  a  premium  differential  will  have  on  a  SAIF  member  is  not 
clear.  A  General  Accounting  Office  report  released  in  March  of  this 
year  notes  that  predictions  cannot  be  made  with  any  high  degree 
of  certainty. 

Historically,  there  have  been  cost  differentials  between  banks 
and  thrifts,  and  there  is  no  hard  evidence  that  any  of  these  dif- 
ferentials have  had  a  significant  impact  on  either  banks  or  thrifts. 

The  IBAA  cautions  Congress  and  the  Committee  to  look  past  the 
rhetoric  to  assess  the  true  effect  of  any  differential. 
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Currently,  the  SAIF  is  approximately  $6.6  billion  short  of  what 
it  needs  to  reach  the  1.25  percent  designated  reserve  ratio,  and  it 
is  not  projected  to  reach  that  ratio  until  sometime  in  the  year  2002. 

The  SAIF  assessment  base  has  shrunk  from  roughly  $950  billion 
in  1989,  to  the  current  level  of  about  $720  billion  today,  a  decline 
of  roughly  6  percent  per  year. 

Even  though  the  rate  of  decline  has  reversed  slightly  since  the 
last  quarter  of  1994,  it  is  likely  to  accelerate  as  SAIF  institutions 
are  purchased,  or  find  alternate  funding  sources,  or  apply  to  char- 
ter parallel  commercial  banks  to  avoid  the  premium  differential 
and  evade  their  FICO  obligation. 

FICO  bonds  were  issued  in  1987  to  recapitalize  SAIF's  prede- 
cessor, the  FSLIC.  The  interest  on  the  bonds,  amounting  to  roughly 
$780  million  per  year,  is  paid  out  of  assessment  revenue  from 
SAIF-insured  savings  associations. 

The  point  in  time  in  which  FICO  assessable-SAIF  premiums  will 
be  insufficient  to  cover  FICO  payments  will  depend  on  how  rapidly 
the  SAIF  deposit  base  shrinks. 

IBAA  believes  that  there  is  a  potential  FICO  funding  problem,  as 
we  have  mentioned  earlier.  IBAA  strongly  supports  using  some  of 
the  remaining  authorized  and  appropriated  funds  for  the  Resolu- 
tion Trust  Corporation  to  help  pay  the  FICO  bond  obligation. 

Now  we  understand  that  this  issue  could  become  a  political  foot- 
ball if  the  Treasury  and  the  Republican  leadership  together  do  not 
embrace  it.  We  urge  common  action  to  create  a  solution  for  this 
very  difficult  problem. 

The  use  of  RTC  funds  is  clearly  justified  by  the  fact  that  the 
Treasury  reneged  on  the  FIRREA-man dated  payments  to  the  SAIF, 
which  were  intended  to  make  up  for  the  substantial  sums  that 
were  diverted  from  the  SAIF. 

I  ask,  Mr.  Chairman,  that  former  FDIC  Chairman  William 
Seidman's  commentary  on  this  issue,  which  appeared  in  the  most 
recent  Bank  Director's  magazine,  be  placed  in  the  record  at  this 
point,  and  we  have  supplied  that  with  our  written  testimony. 

FICO  itself  is  not  an  FDIC  problem.  It  is  a  U.S.  Treasury  prob- 
lem. The  FICO  problem  affects  the  bond-holders  of  FICO  debt  and 
potentially  could  affect  all  obligations  issued  by  the  Government- 
Sponsored  Enterprises  [GSA's]  such  as  Fannie  Mae  and  also  by  the 
U.S.  Government  itself. 

These  types  of  debt  could  be  affected  by  a  default  on  the  FICO 
debt  because  such  a  default  would  call  into  question  the  integrity 
of  the  other  debt. 

Problems  that  may  arise  with  repayment  of  this  debt  should  not 
be  borne  exclusively  by  the  depositors  of  commercial  banks.  Let  us 
be  very  clear.  Taxing  the  depositors  of  commercial  banks  is  taxing 
our  Nation's  savers.  It  would  be  a  further  disincentive  to  keeping 
one's  savings  in  a  commercial  bank. 

We  are  attracted  to  two  possible  alternatives  for  the  use  of  the 
RTC  funds. 

One,  if  the  RTC  funds  are  to  be  used  to  pay  for  the  FICO  obliga- 
tion, SAIF  could  recapitalize  at  the  current  assessment  rates  by  the 
year  1998.  Two,  if  the  RTC  funds  are  transferred  to  the  SAIF  and 
the  funds  invested,  there  would  be  sufficient  interest  earnings  to 
pay  the  annual  FICO  bond  interest. 
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A  compelling  argument  can  be  made  that  Congress  should  use 
RTC  funds  to  at  least  restore  the  funds  that  were  diverted  from  the 
SAIF.  The  diverted  funds  were  clearly  intended  to  be  made  up  later 
by  authorized  Treasury  monies  that  were  never  made  available. 

Even  the  National  Taxpayers  Union  agrees  that  these  monies 
should  be  restored. 

We  are  hearing  the  argument  that  commercial  banks  have  a  very 
special  obligation  to  contribute  to  FICO  because  banks  benefit  from 
the  deposit  insurance  system.  However,  FICO  is  not  a  part  of  the 
deposit  insurance  system.  Therefore,  it  stretches  the  argument  to 
indicate  that  commercial  banks  are  responsible  for  ensuring  the 
payment  of  interest  on  FICO  bonds. 

If,  indeed,  this  is  the  case,  then  the  net  should  be  broadened  to 
include  credit  unions,  which  also  benefit  from  Federal  deposit  in- 
surance. 

If  the  judgment  is  that  protecting  FICO  bond-holders,  a  Treasury 
problem,  is  necessary,  then  GSE's,  such  as  Fannie  Mae  and 
Freddie  Mac,  who  have  an  enormous  stake  in  ensuring  that  FICO 
debt-holders  are  paid,  should  also  be  included  in  the  formula. 

What  we  fully  support  is  the  responsibility  of  the  commercial 
banking  system  to  ensure  that  taxpayer  money  is  never  used  to 
bail  out  the  Bank  Insurance  Fund. 

However,  we  have  a  serious  problem  with  regard  to  the  concept 
of  because  Treasury  reneged,  those  Americans  who  happen  to  save 
a  commercial  bank  should  carry  a  hidden  tax  through  the  year 
2019,  a  tax  that  will  impact  our  competitiveness  against  credit 
unions  and  the  mutual  fund  industry,  which  carry  no  such  tax. 

We  have  seen  a  tremendous  movement  of  funds  from  the  banking 
industry  to  the  mutual  fund  industry  in  the  last  10  years,  and  that 
is  continuing  today.  That  movement  will  only  increase  if  Congress 
chooses  to  tax  savers  at  commercial  banks  exclusively  to  solve  this 
problem. 

IBAA  has  examined  a  number  of  other  options  that  Congress  and 
the  regulators  may  wish  to  consider,  including,  but  not  limited  to 
the  following.  Legislatively  remove  the  SAIF  obligation  to  pay 
FICO  bonds.  Extend  the  time  period  which  SAIF  must  meet  in 
order  to  reach  the  1.25  percent  ratio.  Reversing  the  FDIC  ruling  to 
allow  Oakar  and  Sasser  banks  to  contribute  to  FICO. 

Also  preventing  the  thrifts  from  using  a  loophole  to  avoid  their 
obligations  to  FICO,  or  at  least  require  them  to  pay  entrance  and 
exit  fees  to  maintain  the  stability  of  the  insurance  funds. 

As  was  mentioned  earlier,  a  growing  number  of  thrifts  have  filed 
applications  to  set  up  parallel  commercial  banks.  The  purpose  of 
exploiting  this  legal  loophole  is  to  move  the  existing  thrift  deposits 
into  these  newly  chartered  banks,  thus  escaping  SAIF  premiums 
and  the  FICO  payments. 

The  movement  of  such  deposits  to  BIF  has  two  consequences. 
First,  they  do  not  carry  any  reserve  with  them,  so  that  when  they 
transfer,  they  increase  the  potential  demands  on  the  BIF.  Second, 
as  the  thrift  deposits  move  to  BIF,  they  are  no  longer  assessed  for 
FICO  and  the  premium  base,  of  course,  shrinks.  If  sufficient  num- 
bers of  thrifts  accomplish  this  objective,  the  FICO  interest  pay- 
ments could  be  in  jeopardy  in  the  near  future. 
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We  are  well  aware  of  the  13  SAIF-insured  institutions  with  ap- 
proximately $115  billion  in  SAIF-insured  deposits  that  have  indi- 
cated publicly  their  plans  to  convert  to  savings  banks  from  com- 
mercial banks  and  therefore,  become  members  of  the  BIF. 

BIF-insured  members  will  then  have  to  come  up  with  an  addi- 
tional six  basis  points  added  onto  the  premium  for  BIF  members 
for  1  year  to  capitalize  these  new  deposits.  For  a  bank  with  $100 
million  in  deposits,  the  six  basis  points  would  equal  nearly  $60,000. 

In  conclusion,  the  IBAA  is  well  aware  that  there  is  much  ongoing 
discussion  about  combining  any  solution  to  the  SAIF/FICO  problem 
with  sweeping  structural  changes  in  the  industry,  including  the 
elimination  of  the  thrift  charter,  merging  the  BIF  and  the  SAIF, 
and  even  totally  restructuring  the  bank  regulatory  agencies.  Each 
issue  has  its  unintended  consequences  and  unforeseen  political 
ramifications.  A  special  word  regarding  the  merger  of  the  funds. 

As  President  of  the  IBAA,  I  have  had  the  opportunity  to  meet 
with  thousands  of  bankers  throughout  our  great  country.  The  IBAA 
has  made  a  pact  with  these  bankers  who  we  are  certainly  honored 
to  represent.  Part  of  this  pact  has  been  the  strong  opposition  to  the 
merger  of  the  BIF  and  the  SAIF,  and  I  can  assure  you  that  if  any 
banking  trade  association  breaks  with  this  pledge,  many,  many 
members  will  not  follow. 

We  very  much  appreciate  being  asked  to  testify  on  this  issue  and 
sincerely  hope  the  fact  that  these  hearings  have  been  held  will 
allow  Chairman  Heifer  and  her  board  to  do  their  duty  under 
present  law  and  immediately  announce  what  the  BIF  premiums 
will  be. 

This  is  important  to  the  banking  industry  and  to  our  economy. 
Business  must  be  able  to  plan,  and  FDIC  insurance  premiums  re- 
main an  enormous  fixed  cost. 

I  would  be  happy  to  answer  any  questions  you  may  have. 

The  Chairman.  Mr.  Mount,  I  had  a  little  trouble  with  the  last 
statement  you  made.  I  think  it  would  probably  be  on  page  9  near 
the  bottom.  The  statement  reads,  "The  IBAA  has  made  a  pact  with 
the  bankers  we  are  honored  to  represent."  Certainly,  your  associa- 
tion represents  your  members.  I  understand  that. 

Let's  look  at  the  next  two  sentences.  "And  part  of  this  pact  which 
the  IBAA  re-evaluates  at  least  once  a  year  has  been  strong  opposi- 
tion to  the  merger  of  BIF  and  SAIF.  And  I  can  assure  you  that  if 
any  banking  trade  association  breaks  with  this  pledge,  many,  many 
members  will  not  follow.  The  Committee  should  be  aware  of  this 
political  reality." 

I  don't  understand.  I  understand  you  saying  that  you  have  a 
problem — or  certainly  that  you  are  adamantly  opposed.  I  don't 
want  to  paraphrase  your  position  on  the  merger  incorrectly.  But 
what  does  the  rest  of  the  statement  mean,  about  the  political  re- 
ality? 

Mr.  Mount.  The  political  reality  for  our  trade  association,  if  in- 
deed we  break  our  promise  with  our  members 

The  Chairman.  Oh,  no,  no,  no,  no.  I  understand  that.  You're  in 
opposition. 

Mr.  Mount.  That's  correct. 

The  Chairman.  Sure.  OK. 
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Mr.  Mount.  If  we  indeed  were  to  break  that  pact  with  those 
members,  then  what  I  am  saying  is  that  they  would  lobby  individ- 
ually against  the  merger  of  the  funds.  That's  basically  what  I'm 
saying. 

The  Chairman.  Right.  All  right.  I  just  didn't  understand.  That's 
why  I  was  having  trouble  understanding.  Let  me  say  that  I've  re- 
ceived a  letter  from  the  ABA,  Mr.  McMillan,  under  your  signature, 
July  14th.  I  will  not  go  through  the  whole  thing,  but  lets  look  at 
the  seven  points  that  you  raise.  I  think  we  have  broad  agreement 
on  a  number  of  them. 

Mr.  McMillan.  Yes,  sir,  we  do. 

The  Chairman.  I  want  to  say,  even  as  it  relates  to  the  Independ- 
ent Bankers  Association,  there  is  a  recognition  that  we  have  a 
problem.  Now  we  can  choose  to  characterize  the  SAIF  as  a  prob- 
lem, for  example,  leaning  on  a  GAO  report.  I  noticed  that  you  indi- 
cated, for  example,  that  GAO  cannot,  with  great  specificity  predict 
what  the  economic  consequences  of  certain  things  will  be. 

But  the  general  gist,  Mr.  Mount,  is  that  there  are  serious  prob- 
lems ahead  and  that  the  disparity  of  the  premium  differential  will 
create  some  serious  problems.  And  we  see  those  problems.  We  see 
the  problems  in  terms  of  those  institutions  that  are  seeking  to 
move  out  of  SAIF.  That's  going  to  exacerbate  it.  Reasonable  people 
understand.  You  can't  be  the  last  man  in  the  room  bearing  the  en- 
tire burden  because  you  can't  meet  the  burden  and  the  whole  sys- 
tem collapses.  And  that's  where  we're  at. 

Now,  I  also  understand  very  keenly  and  I'm  very  aware  of  the 
fact  that  there  was  a  principle.  That  principle  is  don't  tax  me  for 
a  service  that  goes  to  someone  else.  If  you're  going  to  pave  my 
roads,  the  fellow  over  in  the  next  county  doesn't  want  to  pick  up 
the  bill. 

But  we  understand  that  where  there's  a  Federal  highway,  for  ex- 
ample, that  goes  throughout  the  Nation,  we  have  a  shared  respon- 
sibility. Indeed,  there  are  some  who  at  various  times  are  not  in  a 
position  to  pay  what  might  be  a  fair  share  on  a  per-capita  basis  be- 
cause they  don't  have,  at  a  particular  time,  the  necessary  economic 
wealth. 

It  seems  to  me  that  a  common  thread  may  exist,  and  this  may 
be  a  poor  analogy.  I  thought  Mr.  Fiechter's  analogy,  by  the  way, 
in  terms  of  coming  to  get  olood,  wasn't  too  bad.  It  was  very  good. 

[Laughter.] 

Senator  Sarbanes.  Well,  it  was  certainly  better  than  shooting 
yourself  in  the  foot. 

[Laughter.] 

The  Chairman.  But  it  seems  to  me  that  there's  a  common  thread 
here,  and  that  is  the  Federal  Deposit  Insurance. 

I  have  to  tell  you  something.  If  we  get  down  to  the  purest  prin- 
ciples about  taxing  and  not  taxing,  it  seems  to  me  that  we 
shouldn't  be  in  that  business.  Really. 

Mr.  Mount.  Mr.  Chairman. 

The  Chairman.  Now,  I  listened  to  you. 

If  we  want  to  get  into  this  theoretical  discussion  on  what  the 
proper  role  of  Government  is  or  isn't,  should  it  be  to  protect  deposi- 
tors up  to  $100,000.  Then  also  give  them  the  ability  to  place  their 
deposits  in  multiple  areas.  Or  should  we  say,  if  we're  thinking 
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about  the  little  guy,  then  let's  reduce  deposit  insurance  limits.  Let's 
have  the  private  sector  provide  insurance,  et  cetera.  But  we  have 
developed  this  system.  It  has  evolved,  for  better  or  for  worse.  I 
think  probably  for  better. 

Think  if  you  had  the  savings  and  loan  collapse  and  we  didn't 
have  FDIC  insurance.  You're  going  to  say  the  taxpayers  wouldn't 
have  gotten  stuck. 

The  fact  is  there  were  millions  or  hundreds  and  hundreds  of 
thousands  of  little  people,  small  mom  and  pop  businesses,  individ- 
uals, et  cetera,  who  were  protected.  And  I  still  hear  the  media  call- 
ing it  the  S&L  bail-out. 

Actually,  it  was  the  redeeming  of  a  pledge,  the  paying  back  of  a 
pledge  that  the  Federal  Government  made  that  we  will  protect  de- 
positors. 

We  didn't  bail  out  the  big  bankers.  What  we  did  is  redeem  that 
pledge.  We  were  there  to  honor  the  pledge  and  commitment  to 
small  depositors.  I  think  the  average  was  something  in  the  area  of 
$23,000.  That's  what  the  average  person  got  back.  It  wasn't  the 
multi-millionaires.  It  wasn't  the  rich  guys,  et  cetera. 

That's  why  we  set  the  system  up.  Now,  with  the  system  come  in- 
herent risks.  And  we  got  a  part  of  that.  Part  of  that  system  is 
breaking  down.  You  might  say,  well,  yes,  but  thrifts  have  a  dif- 
ferent charter  and — I  understand  that.  We're  all  in  this  together. 

Now,  look,  I  want  to  work  at  it.  I  am  not  suggesting,  Mr.  Mount, 
that  you  can  go  back  and  impose  a  solution  on  your  people.  But  I 
am  saying  to  you  that  we  have  enough  common  principles  that  you 
have  enunciated  that  we  can  begin  to  work  at.  We've  got  to  have 
a  solution  here.  I  am  willing  to  be  open  to  this,  and  I  am  asking 
you,  I  am  imploring  you.  The  easiest  thing  in  the  world  is  to  say, 
hell,  no,  I  am  not  paying. 

I  know  that,  and  I  am  saying  to  you,  there  are  a  lot  of  good 
things  that  we  can  do  together.  I  am  not  suggesting  a  carrot  and 
a  stick.  Sometimes  I've  been  with  some  of  my  people  who  are  more 
anxious  to  put  in  all  kinds  of  things  and  tell  the  industry  we'll  do 
this  and  we'll  do  that.  I'm  not  going  to  do  that.  But  there  are  some 
other  side  benefits,  collateral  benefits,  as  it  relates  to  the  kind  of 
plan  that  has  been  outlined.  I  understand  that  there  are  some  defi- 
ciencies. But  there  are  some  very  real  benefits  that  will  flow  and 
can  flow  to  your  members. 

Now,  first  of  all,  in  the  real  world,  you're  going  to  have  a  pre- 
mium reduction  of  some  20  points.  You're  going  to  go  from  24  down 
to  4.  You're  saying,  well,  you  know  what?  Alfonse,  this  thing  would 
be  down  to  2.  Why  should  I  give  up  2? 

I  would  argue  that  protecting  that  common  thread  at  FDIC  links 
all  FDIC-insured  institutions,  just  like  that  road  that  goes  through 
various  communities. 

Today  is  a  situation  where  there  is  a  shared  sacrifice  that  comes 
from  one  portion  of  the  community.  I  understand  you.  If  I  were  in 
your  shoes  and  if  I  were  representing  your  people,  believe  me,  it's 
not  easy.  But  we  have  got  to  think  about  that.  By  the  same  token, 
I'm  suggesting  that  there  are  some  very  real,  very  tangible  things 
that  we  can  undertake. 

You've  been  saying  that  we  have  been  strangled  for  years  with 
various  rules  and  regulations,  et  cetera,  coming  down  the  pike. 
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Should  I  hold  action  on  that  or  say,  no,  we're  not  going  to  look  at 
this  until  we  have  accomplished  a  totality  of  everything? 

I  address  this  to  Mr.  McMillan  as  well  and  to  Mr.  Carson.  Did 
I  say  that,  no,  we're  not  even  going  to  entertain  regulatory  relief? 

Let  me  tell  you,  this  is  not  an  easy  situation.  I  have  some  strong 
supporters  and  you  have  some  strong  supporters,  you  being  the 
banking  community.  There's  a  recognition  by  a  lot  of  my  Members 
here.  We  have  to  do  something.  There  are  a  lot  of  others  who  are 
very  concerned,  and  with  some  reason,  I  might  add.  So  we  want  to 
try  to  work  that  out.  I  think  we  can  work  that  out  and  I  think  that 
that  can  be  part  of  this  process  so  that  it's  not  just  a  giving  on  your 
side  from  your  people. 

I  don't  want  to  be  more  specific.  I  want  to  say  to  you  that  we 
really  do  have  some  hope  and  opportunity  here  to  do  something 
that  will  make  some  sense,  and  I  want  to  try  to  do  that. 

I  am  not  unmindful  that  it's  much  easier  to  get  people  to  be  op- 
posed, particularly  where  there  are  dollars  and  cents  involved. 

But  let's  look  at  the  totality.  It's  not  a  question  of  one  small  insti- 
tution that  will  make  a  contribution  of  $60,000.  You  know  that's 
part  of  it.  We  look  at  what  it  was  and  what  that  contribution  will 
be.  Then  we  look  at  the  protection  to  the  totality  of  the  financial 
services  area  that  we're  speaking  about. 

What  is  that  worth?  What  is  it  worth  to  have  us  and  to  have  the 
administration  and  everybody  working  together  to  really  get  some 
meaningful  regulatory  relief  as  well?  What  is  it  worth  also  in  terms 
of  getting  some  credit  to  offset  this  in  reconciliation? 

I  can  get  a  billion  dollars  worth  of  credit  as  it  relates  to  this 
SAIF  proposal.  When  I  say  I,  I'm  talking  about  the  industry.  That's 
a  billion  dollars  less  that  you're  going  to  have  to  pay  in  other  types 
of  fees  in  reconciliation. 

Let  me  tell  you  something.  I  have  been  a  leader  in  opposing  just 
placing  user  taxes,  but  we're  going  to  have  to  come  up  with  budget 
savings.  These  savings  are  in  the  President's  budget.  It  is  in  the 
budget  that  the  Senate  just  approved.  We've  got  this  charge.  It's 
real. 

I  think  maybe  what  I'm  saying  is  I  understand  where  you're  com- 
ing from.  I  understand  why.  I  understand  it's  part  of  the  system, 
the  American  system.  I  do  not  denigrate  it.  I  don't  think  that  we 
should  begin  by  saying  you're  a  lobbyist. 

That  is  wrong.  I've  rejected  the  theory  that  if  we  call  somebody 
a  lobbyist,  if  we  really  want  to  put  them  down. 

You  represent  people  in  a  constituency  and  they're  real  and 
they're  small  people  and  they're  big  people  and  everyone  has  a 
right  to  be  heard.  Everybody.  It  doesn't  mean  because  you're  suc- 
cessful, therefore,  somenow,  you  shouldn't  be  able  to  petition  the 
Congress. 

So  I  don't  put  it  in  the  pejorative  sense.  I  am  suggesting  let's  try 
to  sit  down  and  continue  working  at  this.  That  is  what  I  ask  of  you. 

I'm  not  going  to  put  forth  any  questions.  I've  heard  you  all.  We've 
gone  through  this.  We  could  go  back  and  forth  and  no  useful  pur- 
pose would  be  served.  But  I  recognize  you  have  a  constituency  and 
I  don't  diminish  the  fact  that  you  feel  those  things  that  you've  said. 
It  came  through  very  passionately,  with  Mr.  McMillan  and  Mr. 
Carson. 
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We  didn't  let  O'Brien  talk.  He's  related  to  me. 

[Laughter.] 

No,  he  is.  The  Murphys  and  the  O'Briens  are  related.  I  have  all 
these  Murphy  grandkids,  you  know. 

Mr.  Mount.  Mr.  Chairman,  can  I  make  just  a  statement  here? 

The  Chairman.  Yes.  Sure. 

Mr.  Mount.  I  do  not  want  to  mislead  our  position  on  this. 

The  Chairman.  Oh,  you  haven't.  You've  been  very  clear. 

[Laughter.] 

Mr.  Mount.  I  think  we  have  been  very  clear  with  regard  to  what 
our  position  is.  But  I  also  want  to  point  out  the  fact  that  we  were 
the  only  trade  association  that  over  a  year  ago  recognized  that 
there  was  a  problem  with  regard  to  SAIF/FICO,  and  offered  a  solu- 
tion at  that  point  in  time.  That  was  a  year  ago. 

Now,  in  my  judgment,  at  this  point  in  time,  I  made  it  clear  that 
I  think  the  community  banks  that  we  represent  are  probably 
against  a  merger  of  the  two  funds. 

The  Chairman.  Sure. 

Mr.  Mount.  But  I  do  have  some  suggestions  that  I  think  over 
time,  might  make  a  big  difference,  it  is  something  that  I  can  take 
back  to  our  policy  development  committee. 

I  think  that  recognition  by  the  Treasury  or  the  Congress  that 
there  is  an  ongoing  role  of  some  sort  for  RTC  funds  would  help  to 
change  this.  I  think  that  is  part  of  the  formula. 

The  Chairman.  Well,  let  me  ask  our  people  to  sit  down  with  you 
and  your  people,  specifically  as  to  what  we  may  or  may  not  be  able 
to  do  there,  recognizing  that  the  very  same  people  that  you're  going 
to  be  appealing  to  are  the  people  who  raise  opposition  within  the 
Congress  that  they  can't  go  back  to  the  taxpayer. 

Let's  take  a  look  at  that.  Let's  see  if  there  is  some  possibility.  I 
don't  know.  But  I'm  willing  to  look  at  it.  I  certainly  am. 

Mr.  Mount.  That's  great  because  as  far  as  looking  at  RTC 
funds 

The  Chairman.  Let  us  look  at  the  theory  that  there  were  certain 
promises  and  representations  Congress  made  to  the  thrift  industry. 
I  don't  know.  Maybe  we  can  demonstrate  that  maybe  certain  things 
weren't  done,  and  therefore,  we  should  look  at  this  as  a  possibility, 
as  some  kind  of  solution. 

I  don't  know.  But  we'll  look  at  it.  OK? 

Mr.  Mount.  I  appreciate  that. 

The  Chairman.  I  want  your  people  to  work  with  us  starting  now. 

Mr.  Mount.  I  appreciate  that. 

The  Chairman.  Arthur,  you  were  going  to  say  a  few  other  things. 
But  listen,  don't  let  me  encourage  you  to  go  any  further. 

[Laughter.] 

I  don't  have  any  questions. 

Senator  Sarbanes. 

Senator  Sarbanes.  Well,  Mr.  Chairman,  I  take  it  there's  no  one 
at  the  table  who  thinks  that  there  is  not  a  problem  that  needs  to 
be  addressed.  Is  that  a  fair  statement? 

Mr.  Mount.  That  is  a  fair  statement. 

Mr.  McMillan.  With  this  simple  clarification. 

Senator  Sarbanes.  Correctly  define  the  problem.  I  understand 
that.  I  read  your  statement. 
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Mr.  McMillan.  With  respect  to  the  immediacy. 

Senator  Sarbanes.  But  there's  no  one  there  who  thinks  that  we 
could  just  sort  of  not  do  anything.  Is  that  correct? 

Mr.  Mount.  Correct. 

Senator  Sarbanes.  Then,  we  have  to  search  for  what  it  is  that 
we  need  to  do.  Mr.  Mount,  I  would  simply  make  this  observation. 
I  remember  standing  in  the  well  of  the  Senate,  I  think  with  Sen- 
ator D'Amato  and  others,  at  a  time  when  we  were  trying  to  ap- 
prove another  tranche,  as  it  were,  for  the  RTC. 

The  Chairman.  Yes. 

Senator  Sarbanes.  In  a  much  more  difficult  and  crisis  situation. 
It  was  touch  and  go  as  to  whether  it  was  going  to  happen. 

The  CHAmMAN.  Very  much. 

Senator  Sarbanes.  Do  you  remember? 

The  Chairman.  I  certainly  do.  I  certainly  do. 

Senator  Sarbanes.  Touch  and  go.  When  everyone  rationally  said, 
well,  you  know,  there's  just  no  alternative.  This  has  got  to  be  done. 
We've  got  to  do  this.  Yet,  it  was  touch  and  go  whether  in  fact  it 
would  be  done,  just  to  underscore  the  dimensions  of  the  problem. 

The  Chairman.  I  have  to  tell  you,  Mr.  Mount,  some  of  those  peo- 
ple, some  of  our  colleagues  who  are  very  sympathetic  to  the  call 
that  you  put  out,  by  the  same  token,  are  not  sympathetic  at  all  as 
it  relates  to  looking  for  the  solution  that  you  put  forth. 

I'm  just  saying,  so  the  dimensions  of  the  problem  that  the  Sen- 
ator— here  we  were  trying  to  finish  the  package,  and  let  me  tell 
you,  on  a  bipartisan  basis,  it  wasn't  one  party  or  the  other.  There 
was  terrific  difficulty  in  achieving  that. 

So  I  would  just  share  that  with  you.  But  I'm  willing  to  look  at 
it.  I'm  willing  to  explore  it.  I  want  to  thank  all  of  you.  I  want  to 
thank  you  for  the  manner  in  which  you  make  your  presentations, 
the  manner  in  which  you  have  presented  yourself. 

In  addition  to  that,  the  manner  in  which  your  associations  have 
been  attempting  to  deal  with  it,  recognizing  that  there  is  a  basic 
reluctance — hell,  no,  not  me.  Why  me?  I  haven't  done  anything. 

I  understand  that  part  of  it.  So  I  say  we  have  a  problem.  But 
there  are  lots  of  other  areas  that  I  think  we  can  work  with  them 
and  maybe  cushion  some  of  these  things,  and  let's  see  what  we  can 
come  up  with. 

I  thank  all  of  you  for  your  participation. 

We  stand  in  recess. 

Mr.  MOUNT.  Thank  you,  sir. 

Mr.  McMillan.  Thank  you. 

Mr.  Carson.  Thank  you,  Mr.  Chairman. 

[Whereupon,  at  1:57  p.m.,  the  Committee  was  recessed,  to  recon- 
vene subject  to  the  call  of  the  Chair.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Mr.  Chairman,  at  the  outset,  I  want  to  congratulate  you  and  Senator  Sarbanes 
for  your  leadership  in  calling  this  hearing.  There  is  little  doubt  that  expeditious  ac- 
tion is  needed  to  recapitalize  the  Savings  Association  Insurance  Fund,  both  because 
the  SAIF  needs  to  be  strengthened,  and  because  the  impact  a  failure  to  act  could 
have  on  the  competitiveness  of  the  thrift  industry. 

The  General  Accounting  Office  (GAO)  report  on  the  future  of  the  SAIF  and  the 
potential  consequences  to  the  thrift  industry  of  a  bank/thrift  deposit  insurance  pre- 
mium differential  has  been  widely  discussed.  As  my  colleagues  know,  the  GAO 
found  that: 
— The  SAIF's  total  deposit  base  has  declined  by  about  25  percent  since  1989,  and 

it  continues  to  decline  by  about  1-2  percent  annually; 
— The  portion  of  the  SAIF  total  deposit  base  available  to  pay  the  FICO  debt  has 

declined  by  48  percent  since  1989;  and 
— Continuation  of  current  trends  will  require  further  increases  in  SAIF  insurance 

premiums  by  the  year  2000  to  continue  paying  interest  on  the  FICO  debt. 

Based  on  these  and  other  facts,  the  GAO  concluded  that  action  is  needed,  stating 
that  failing  to  act  would  pose  "significant  risks  in  terms  of  SAIF's  exposure  to  thrift 
failures  and  the  ability  to  pay  FICO  bond  interest." 

I  agree  that  action  is  necessary.  I  think  any  legislative  solution  must  not  involve 
taxpayer  funds,  and  must  ensure  that  there  are  adequate  funds  to  pay  the  FICO 
interest  expense  and  to  recapitalize  the  SAIF.  I  also  believe  Congressional  action 
should  not  delay  decreasing  bank  deposit  insurance  premiums.  However,  no  solution 
can  work  if  it  undermines  the  thrift  industry's  ability  to  compete.  Another  deposit 
insurance  failure  would  hurt  both  banks  or  thrifts,  and  must  be  avoided. 

I  know  there  are  other  issues  that  this  Committee  should  consider,  including 
whether  to  modify  or  end  the  thrift  charter,  issues  related  to  modernization  of  our 
financial  services  laws  so  that  insured  depositor  institutions  can  compete  more  effec- 
tively, and  other  issues  related  to  our  deposit  insurance  system. 

We  also  need  to  consider  important  procedural  issues,  such  as  whether  to  put  any 
proposed  solution  into  the  reconciliation  bill,  or  whether  to  simply  report  a  bill  to 
the  floor.  I  look  forward  to  working  with  you,  Mr.  Chairman,  with  the  Ranking 
Democratic  Member,  Senator  Sarbanes,  and  with  all  interested  parties  in  an  effort 
to  see  that  we  face  all  of  these  issues,  and  that  we  reach  our  decisions  in  a  timely 
way.  Failure  to  reach  decisions  quickly  will  result  in  losing  the  option  of  addressing 
this  issue  as  part  of  the  reconciliation  bill,  and  that  is  something  I  hope  we  will 
not  do  inadvertently. 

We  have  a  distinguished  group  of  witnesses  before  the  Committee  this  morning, 
and  I  look  forward  to  hearing  their  testimony. 


PREPARED  STATEMENT  OF  JOHN  D.  HAWKE,  JR. 

Under  Secretary  of  the  Treasury  for  Domestic  Finance 

Washington,  DC 

July  28,  1995 

Mr.  Chairman,  Senator  Sarbanes,  Members  of  the  Committee.  I  appreciate  this 
opportunity  to  present  the  Administration's  views  on  the  problems  and  prospects  cf 
the  Savings  Association  Insurance  Fund  (SAIF)  and  on  possible  solutions  to  SAIF's 
problems.  I  want  to  commend  you,  Mr.  Chairman,  and  Senator  Sarbanes  for  your 
very  constructive  leadership  on  these  issues. 

Over  one-fifth  of  all  FDIC-insured  institutions  held  SAIF-insured  deposits  as  of 
March  1995.  These  institutions,  located  in  every  State,  included  1,773  savings  insti- 
tutions and  771  commercial  banks.  SAB^'s  deposit  base  of  $733  billion  constituted 
23  percent  of  all  domestic  deposits  at  FDIC-insured  institutions. 

While  savings  institutions  are  healthy,  SAIF  is  not.  SAIF's  problems  have  been 
a  source  of  increasing  concern  to  us  at  the  Treasury.  We  warned  of  those  problems 
as  early  as  1993: 

"A  wide  disparity  between  BIF  and  SAIF  premiums  will  encourage  SAIF- 
insured  institutions  to  reduce  their  reliance  on  insured  deposits  (e.g.,  by  op- 
erating more  like  mortgage  banks),  regardless  of  any  moratorium  on  con- 
versions. If  SAIF-insured  deposits  continue  to  shrink — as  we  believe  will 
occur  if  BIF  and  SAIF  premiums  diverge  so  significantly — SAIF's  assess- 
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ment  base  will  eventually  decline  to  the  point  that  premium  income  will  not 
even  cover  FICO  payments."  [See  footnote  5.] 

We  continue  to  believe  that  these  problems  merit  attention  and  action. 

In  my  testimony,  I  will  (1)  describe  the  problems  SAIF  faces;  (2)  explain  the  need 
for  action  to  resolve  those  problems;  (3)  set  forth  criteria  for  a  solution;  and  (4)  set 
forth  our  recommendations  for  resolving  SAIF's  problems — recommendations  we 
make  jointly  with  the  FDIC  and  the  Office  of  Thrift  Supervision. 

I.  SAIF's  Problems 

SAIF  has  four  major  weaknesses:  Slender  reserves;  meager  income;  excessive  con- 
centrations of  risk;  and,  most  significantly,  an  assessment  base  in  long-term  decline. 
Together,  these  weaknesses  raise  doubts  about  SAIF's  long-term  viability.  I  will  dis- 
cuss each  of  the  weaknesses  in  turn. 

A.  Slender  Reserves 

First,  SAIF  has  slender  reserves.  As  of  March  31,  1995,  SAIF  held  $2.2  billion 
in  reserves  to  cover  $703.7  billion  in  insured  deposits.  These  reserves  amounted  to 
only  31  cents  per  $100  of  insured  deposits — 75  percent  below  the  statutory  standard 
of  $1.25  in  reserves  per  $100  of  insured  deposits.  SAIF's  reserves  amounted  to  only 
7  percent  of  the  $32  billion  in  assets  of  SAIF-insured  problem  institutions  as  of 
March  1995.  The  failure  of  one  or  two  large  thrift  institutions  could  exhaust  these 
reserves  and  leave  the  Fund  insolvent. 

By  contrast,  the  Bank  Insurance  Fund  (BIF)  had  reserves  of  $23.2  billion  as  of 
March  1995  to  cover  $1.9  trillion  in  insured  deposits — about  $1.22  in  reserves  per 
$100  of  insured  deposits  and  70  percent  of  the  assets  of  problem  BIF-insured  insti- 
tutions. The  FDIC  believes  that  BEF's  reserves  reached  the  statutorily  required  level 
of  $1.25  per  $100  of  insured  deposits  during  the  second  quarter  of  this  year  (which 
the  FDIC  will  verify  once  deposit  data  become  available  in  September). 

SAIF's  reserves  would  have  exceeded  the  statutorily  required  level  last  year  (even 
before  BEF)  if  SAIF  had  been  permitted  to  retain  the  premiums  paid  on  its  deposits 
since  the  Fund's  inception  in  August  1989,  for  SAIF  has  charged  high  premiums 
throughout  its  history.  But  $7.4  billion — or  approximately  75  percent — of  SAEF  pre- 
miums have  been  diverted  through  March  1995  to  uses  other  than  building  up  the 
Fund:  11  percent  to  the  Resolution  Funding  Corporation  ($1.1  billion);  20  percent 
to  the  FSLIC  Resolution  Fund  ($2.0  billion);  and  42  percent  to  pay  interest  on  Fi- 
nancing Corporation  (FICO)  bonds  ($4.3  billion).  If  these  premiums  had  gone  into 
SAIF's  reserves,  rather  than  being  diverted  to  pay  costs  associated  with  failures  in 
the  thrift  industry  before  SAIF's  creation,  SAIF  s  reserves  would  have  stood  at  $9.6 
billion  as  of  March  31,  1995 — 1.36  percent  of  insured  deposits — plus  interest  on  the 
foregone  premiums. 

B.  Meager  Income 

Second,  SAEF  has  only  meager  income  with  which  to  protect  depositors  and  build 
reserves.  Although  the  Resolution  Funding  Corporation  and  FSLIC  Resolution  Fund 
no  longer  receive  SAEF  premiums,  FICO  bonds  continue  to  claim  a  large  proportion 
of  those  premiums.  By  law,  the  first  $793  million  in  premiums  paid  annually  by 
SAEF-member  savings  associations  goes  to  pay  the  interest  on  FICO  bonds,  which 
were  issued  from  1987  through  1989  to  cover  losses  of  the  old  Federal  Savings  and 
Loan  Insurance  Corporation.  FICO  payments  currently  consume  almost  45  percent 
of  all  SAEF  premiums.  Continued  shrinkage  of  SAIF's  assessment  base  (i.e.,  the  de- 
posits on  which  SAEF  can  levy  premiums)  will  only  increase  the  percentage  taken 
by  FICO  payments,  leaving  SAEF  even  less  income  with  which  to  protect  depositors 
and  build  reserves. 

C.  Excessive  Concentrations  of  Risk 

Third,  SAIF  has  greater-than-optimal  concentrations  of  risk.  These  concentrations 
arise  because  SAIF  insures  a  specialized  industry  and  because  of  the  industry's  con- 
centration in  large  West  Coast  institutions.  SAIF  members'  similarities  to  each 
other  are  greater  than  those  of  BIF  members:  SAIF  members  invest  mainly  in  resi- 
dential-mortgage-related assets.  Although  SAIF  members  individually  tend  to  be  at 
least  as  safe  as  commercial  banks  with  similar  capital  ratios  and  management  qual- 
ity, SAIF  itself  faces  increased  risks  from  insuring  institutions  whose  asset  port- 
folios correlate  with  one  another  to  a  greater  degree  than  those  of  BIF  members. 
Thus,  for  example,  adverse  changes  in  interest  rates  or  housing  markets  could  put 


JThe  actual  payments  from  SAIF  members  to  FICO  have  been  slightly  less  because  FICO  has 
had  a  small  amount  of  investment  income,  which  was  used  to  pay  interest  costs.  Future  pay- 
ments will  equal,  or  closely  approach,  the  full  $793  million  annual  interest  co6t. 
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many  SAIF  members  under  stress  at  the  same  time.  Furthermore,  eight  of  the  ten 
largest  savings  institutions  (ranked  by  domestic  deposits)  have  headquarters  on  the 
West  Coast.  These  eight  institutions  held  18  percent  of  SAEF-insured  deposits2  as 
of  March  1995.  This  geographic  concentration  increases  the  risk  of  problems  in  the 
Fund  that  could  affect  all  SAIF-insured  institutions,  nationwide. 

D.  Declining  Assessment  Base 

Fourth,  and  most  importantly  by  far,  SAIF's  assessment  base  has  declined  dra- 
matically. In  1989,  when  proposing  the  creation  of  SAIF,  the  Bush  Administration 
projected  that  SAIF's  assessment  base  would  grow  7  percent  annually.  Similarly, 
the  Congressional  Budget  Office  (CBO)  assumed  6  percent  annual  growth.  In  fact, 
SAIF's  assessment  base  has  shrunk  23  percent,  from  $950  billion  at  the  end  of  1989 
to  $733  billion  as  of  March  1995 — an  annual  shrinkage  rate  of  almost  5  percent. 

Although  SArF's  deposit  base  actually  grew  slightly  during  the  last  quarter  of 
1994  and  the  first  quarter  of  1995,  this  reversal  is  likely  to  be  short-lived.  The  FDIC 
has  attributed  the  deposit  growth  to  the  relatively  higher  costs  of  savings  institu- 
tions' other  funding  sources  (including  Federal  Home  Loan  Bank  advances),  and  to 
the  effect  of  higher  interest  rates  last  year,  which  made  deposits  a  relatively  attrac- 
tive option  for  savers.  The  FDIC  also  believes  that  SAIF  members,  anticipating  a 
possible  legislative  solution  to  SAIF's  problems,  might  have  deferred  steps  to  reduce 
their  reliance  on  SAIF-insured  deposits.  Without  such  a  solution,  we  believe  SAIF- 
insured  deposits  will  resume  their  decline  because,  as  I  will  explain,  depository  in- 
stitutions have  both  the  motive  and  the  means  to  reduce  their  reliance  on  SAIF-in- 
sured deposits. 

II.  Need  for  Action 

We  believe  it  would  be  unwise  to  base  policy  on  projections  that  SAIF's  assess- 
ment base  will  grow,  stabilize,  or  shrink  only  very  slowly.  Institutions  with  SAIF- 
insured  deposits  have  strong  economic  incentives  to  reduce  their  use  of  such  depos- 
its, and  to  a  significant  extent  they  also  have  the  ability  to  do  so.  Indeed,  the  very 
uncertainty  surrounding  future  trends  in  SAIF's  assessment  base  will  tend  to  en- 
courage accelerated  shrinkage.  As  we  discuss  below,  a  rapid  shrinkage  of  SAIF's  as- 
sessment base — indeed,  a  rate  of  shrinkage  equivalent  to  what  actually  occurred 
since  1989  in  the  part  of  the  assessment  base  from  which  FICO  payments  are 
made — could  result  in  a  default  on  FICO  bonds  within  a  couple  of  years.  To  the  ex- 
tent that  such  a  decline  results  from  the  migration  from  SAB?  of  the  deposits  of  the 
Fund's  strongest  members,  or  represents  a  shift  toward  secured  nondeposit  liabil- 
ities, SAIF  could  be  deprived  of  the  income  necessary  to  fund  its  losses  and  build 
reserves.  We  believe  this  prospect  of  shrinkage  makes  a  compelling  case  for  resolv- 
ing SAIF's  problems  now. 

A.  Incentives  to  Reduce  Reliance  on  SAIF-Insured  Deposits 

Depository  institutions  have  strong  incentives  to  reduce  their  reliance  on  SAEF- 
insured  deposits.  The  most  acute  incentives  arise  from  the  prospect  of  a  large  and 
protracted  differential  between  BEF  and  SAEF  premiums.  The  healthiest  members 
of  BEF  and  SAIF  all  currently  pay  23  cents  in  premiums  per  $100  of  domestic  depos- 
its. Because  BIF  is  very  close  to  recapitalizing  as  of  the  latest  available  data,  the 
FDIC  has  proposed  reducing  the  BIF  premium  rate  for  healthy  institutions  to  4 
cents  per  $100,  while  maintaining  the  corresponding  SAIF  rate  at  23  cents  per  $100. 
The  healthiest  SAIF  members  would  thus  pay  575  percent  as  much  as  BEF  members 
for  the  same  insurance  coverage.  Since  savings  institutions  must  meet  the  same  cap- 
ital and  other  regulatory  standards  as  banks,  such  a  wide  differential  in  a  low-mar- 
gin business  would  put  thrifts  at  a  significant  competitive  disadvantage. 

A  significant  BIF-SAIF  differential  could  persist  for  years,  especially  in  view  of 
the  large  and  increasing  proportion  of  SAEF's  income  consumed  by  payments  on 
FICO  bonds.  Even  if  SAEF  were  to  reach  the  1.25  percent  target  early  in  the  next 
century,  the  FICO  obligation  would  perpetuate  a  large  differential  until  2019,  when 
the  FICO  bonds  will  be  paid  off. 

Apart  from  any  shrinkage  of  the  total  SAIF  assessment  base,  the  General  Ac- 
counting Office  (GAO)  has  noted  that  SAIF  members  also  face  the  possibility  that 
the  FDIC  might  need  to  increase  premiums  on  all  SAIF-insured  deposits  solely  to 


2 For  brevity,  I  use  the  term  SAIF-insured  deposits  to  refer  to  any  deposits  at  SAIF-member 
depository  institutions  and  any  Oakar  deposits  at  BIF-member  institutions  (see  footnote  3), 
whether  or  not  these  deposits  exceed  the  $100,000  limit  on  insurance  coverage.  (SAIF  members 
have  only  minimal  amounts  of  uninsured  deposits.) 
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offset  the  shrinkage  in  the  proportion  of  SAIF-insured  deposits  from  which  pre- 
miums can  be  used  for  FICO  payments.3 

B.  Ways  to  Reduce  Reliance  on  SAIF-Insured  Deposits 

Current  law  generally  prohibits  SAIF  members  from  converting  to  BIF  member- 
ship.4 But  depository  institutions  have  ample  means  available  to  reduce  their  reli- 
ance on  SAIF-insured  deposits — and  thus  avoid  high  premiums.  They  can  operate 
more  like  mortgage  banks.  They  can  shift  from  SAIF-insured  deposits  to  nondeposit 
funding  sources.  Or  they  can  pursue  more  aggressive  and  unconventional  ap- 
proaches to  avoid  the  prohibition  against  switching  from  SAB?  to  BIF. 

1.  Operating  More  Like  Mortgage  Banks 

Savings  institutions  have  traditionally  held  in  their  portfolios  the  residential 
mortgage  loans  they  originated,  and  have  funded  those  loans  with  federally  insured 
deposits.  Mortgage  banks,  by  contrast,  promptly  sell  off  in  the  secondary  market  the 
loans  they  originate;  they  hold  few  loans — only  those  they  are  waiting  to  sell  off. 
Many  savings  institutions  now  operate  to  some  degree  like  mortgage  banks:  they 
sell  off  some  of  the  loans  they  originate. 

SAEF-member  institutions  can  reduce  their  reliance  on  SAEF-insured  deposits  by 
operating  more  like  mortgage  banks.  When  the  institutions  originate  residential 
mortgage  loans,  they  can  promptly  sell  them  in  the  secondary  market,  instead  of 
holding  them  in  their  portfolios.  In  this  way,  the  institutions  can  do  without  depos- 
its they  have  traditionally  used  to  fund  their  loan  portfolios — and  avoid  the  SAIF 
premiums  they  would  otherwise  pay  on  those  deposits.  Unfortunately,  several  types 
of  mortgages  that  do  not  meet  secondary  market  standards  might  not  be  available 
with  a  shift  toward  mortgage  banking. 

2.  Shifting  to  Nondeposit  Funding  Sources 

SAEF  member  institutions  can  also  reduce  their  reliance  on  SAEF-insured  deposits 
by  shifting  from  deposits  to  other  funding  sources.  In  fact,  deposits  as  a  percentage 
of  OTS-supervised  thrifts'  total  assets  have  declined  from  80  percent  at  the  end  of 
1991  to  71  percent  as  of  March  1995.  Examples  of  how  institutions  can  shift  away 
from  SAEF-insured  deposits  include  the  following: 

•  A  SAEF  member  can  increase  its  borrowings  from  the  Federal  Home  Loan  Bank 
(FHLBank)  System — a  Government-Sponsored  Enterprise  that  makes  long-term 
"advances"  to  depository  institutions,  generally  for  less  than  50  basis  points  over 
the  Treasury's  own  cost  of  funds.  FHLBank  advances  carry  no  SAIF  premiums. 
Because  FHLBank  advances  are  available  in  a  wide  range  of  maturities  and 
terms,  they  can  help  institutions  manage  their  interest-rate  risk  more  effectively 
than  full  funding  with  deposits.  For  OTS-supervised  thrifts,  FHLBank  advances 
financed  10.6  percent  of  total  assets  as  of  March  1995,  up  from  7.4  percent  in 
1991. 

•  A  SAEF  member  can  increase  its  use  of  other  secured  borrowing — such  as  by  ob- 
taining funds  through  reverse  repurchase  agreements,  using  securities  as  collat- 
eral. Funds  obtained  through  these  agreements  financed  5.5  percent  of  the  total 
assets  of  OTS-supervised  institutions  as  of  March  1995,  up  from  2.4  percent  in 
1991. 


3The  deposits  in  question  are  known  as  "Oakar"  and  "Sasser"  deposits.  As  relevant  here, 
Oakar  deposits  result  when  a  SAIF  member  merges  into  a  BIF  member.  SAIF  remains  respon- 
sible for  insuring  the  portion  of  the  BIF  member's  deposits  attributable  to  the  former  SAIF 
member,  and  the  BIF  member  pays  premiums  on  those  deposits  at  the  SAIF  rate.  Sasser  depos- 
its result  when  a  SAIF  member  becomes  a  bank  but  remains  SAIF-insured.  As  of  March  1995, 
Oakar  deposits  accounted  for  almost  27  percent  of  SAIF's  deposit  base;  Sasser  deposits  ac- 
counted for  7  percent. 

The  FDIC  has  ruled  that  payments  on  FICO  bonds  can  be  made  only  from  premiums  paid 
on  SAIF-member  savings  association  deposits,  and  not  from  premiums  paid  on  Oakar  and  Sas- 
ser deposits.  Thus,  as  the  percentage  of  SAIF's  assessment  base  in  Oakar  and  Sasser  deposits 
increases,  the  proportion  of  SAIF's  income  available  for  FICO  payments  decreases.  (FICO  pay- 
ments consume  two-thirds  of  the  premiums  from  non-Oakar,  non-Sasser  deposits.)  The  GAO  has 
noted  that  the  growth  of  Oakar  and  Sasser  deposits  might,  in  itself,  conceivably  lead  the  FDIC 
to  increase  SAIF  premiums — so  that  income  from  SAIF-member  savings  associations  alone 
would  suffice  to  make  FICO  payments.  Making  SAIF's  entire  deposit  base  available  for  FICO 
still  would  not  resolve  SAIF's  problems. 

4  Until  SAIF's  reserves  reach  1.25  percent  of  insured  deposits,  current  law  generally  prohibits 
SAIF  members  from  becoming  BIF  members  and, vice  versa,  and  generally  prohibits  other  "con- 
version" transactions  between  BIF  and  SAIF  members,  including:  mergers;  assumptions  of  de- 
posit liabilities;  transfers  of  assets  in  exchange  for  assumptions  of  deposit  liabilities;  and  certain 
deposit  transfers  involving  receiverships. 
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•  A  SAIF  member  whose  holding  company  forms  a  BIF-member  bank  may  seek  to 
accept  deposits  as  agent  of  the  Dank,  perhaps  in  return  for  a  commission  from  the 
bank.  The  bank  might  go  on  to  loan  the  funds  in  question  to  the  SAIF  member. 

In  each  case,  SAIF  comes  out  the  loser.  It  collects  no  premiums  on  the  nondeposit 
liabilities  that  its  members  use  in  place  of  insured  deposits.  Indeed,  using  FHLBank 
advances  and  other  secured  borrowings  in  place  of  deposits  actually  puts  SAIF  at 
greater  risk  of  loss  by  requiring  the  institution  to  use  high-quality  assets  as  collat- 
eral, thereby  making  them  unavailable  to  satisfy  depositors'  claims  if  the  institution 
fails. 

3.  Other  Approaches 

According  to  the  FDIC,  12  institutions,  including  the  parent  companies  of  some 
of  the  largest  West  Coast  thrifts,  have  applied  to  establish  banks  with  branches  in 
their  thrift  lobbies.  These  institutions  have  $115  billion  in  SAIF-insured  deposits, 
almost  16  percent  of  SAIF's  assessment  base.  These  banks,  benefiting  from  soon-to- 
be-lower  premiums  than  their  sister  thrifts,  should  be  able  to  offer  deposits  and 
loans  more  competitively  with  those  of  other  financial  institutions.  More  attractive 
deposit  rates  will  induce  thrift  customers  to  switch  their  accounts  to  the  affiliated 
banks.  Over  time,  this  could  allow  a  substantial  proportion  of  such  thrifts'  deposits 
to  escape  from  SAIF  despite  the  moratorium. 

Another  way  to  reduce  reliance  on  SAIF-insured  deposits  might  be  for  SAIF  mem- 
ber institutions  to  acquire  BIF-insured  deposits  through  mergers — also  an  Oakar 
transaction,  but  the  reverse  of  the  more  common  form  in  which  BIF  members  buy 
SAEF  deposit  franchises.  Because  the  acquired  deposits  remain  BIF-insured,  institu- 
tions expanding  in  this  way  would  reduce  the  percentage  of  their  total  assets  fi- 
nanced with  SAIF-insured  deposits. 

4.  Conclusion:  Moratorium  Doomed  to  Fail 

The  possible  actions  outlined  above  illustrate  the  flexibility  SAIF  members  have 
to  restructure  their  operations  so  as  to  soften  the  burden  of  high  SAEF  premium 
rates.  The  Government  cannot  realistically  regulate  this  managerial  flexibility  out 
of  existence — for  example,  by  broadening  the  current  moratorium  on  conversions  be- 
tween BIF  and  SAEF.  Given  the  BEF-SAEF  differential  and  other  incentives  for  re- 
duced reliance  on  SAEF-insured  deposits,  the  ingenuity  of  financial  markets  would 
thwart  attempts  to  prop  up  SAEF  by  such  regulatory  means.  Such  attempts  would 
afford  SAEF  no  meaningful  protection  from  shrinkage  of  its  deposit  base.  On  the  con- 
trary, they  would  be  as  futile  as  price  controls  aimed  at  charging  some  motorists 
$6  a  gallon  for  gasoline  that  other  motorists  can  readily  obtain  for  $1  a  gallon. 

C.  Continuing  Decline  Likely  in  SAIF  Assessment  Base 

The  combination  of  an  assessment  base  in  long-term  decline  and  a  fixed  FICO  ob- 
ligation lies  at  the  heart  of  SAEF's  predicament.  With  little  foreseeable  prospect  of 
relief  from  high  premiums,  SAEF  members  will  tend  to  reduce  their  reliance  on 
SAEF-insured  deposits,  thus  deepening  the  decline  of  SAIF's  assessment  base. 
Shrinkage  of  the  assessment  base  will  reduce  SAIF's  income,  and  with  it  SAIF's 
ability  to  absorb  losses  and  build  reserves.  But  no  matter  how  much  SAIF's  income 
shrinks,  annual  FICO  payments  will  remain  fixed  at  $793  million,  and  will  thus 
consume  an  ever  greater  proportion  of  SAIF's  remaining  income.  This  burden  of 
FICO  payments  will  render  SAIF's  capitalization  (i.e.,  building  its  reserves  to  1.25 
percent)  increasingly  distant  and  unlikely.  Carried  to  its  logical  conclusion,  this  vi- 
cious circle  could  very  well  leave  SAEF  insolvent  and  the  FICO  interest  payments 
in  default.5  At  a  minimum,  it  underscores  the  shakiness  of  assuming  little  or  no 
shrinkage  in  the  deposit  base.  We  need  to  break  this  cycle  now. 


6 The  Administration  warned  of  these  risks  while  the  Resolution  Trust  Corporation  Comple- 
tion Act  of  1993  was  pending.  For  example,  a  Treasury  position  paper  distributed  to  the  con- 
ference committee  described  the  very  problems  now  coming  to  pass: 

"This  projected  decline  in  BIF  premiums  poses  potentially  serious  problems  for  SAIF  and  the 
taxpayers  who  stand  behind  it.  .  .  .  At  the  time  of  FIRREA,  [FICO]  payments  were  not  expected 
to  burden  SAIF  significantly.  Thrift  institutions  had  $948  billion  in  deposits,  and  thrift  deposits 
had  been  growing  rapidly.  The  framers  of  FIRREA  assumed  that  [SAIF-insured]  deposits  .  .  . 
would  generally  grow  at  an  annual  rate  of  7.2  percent.  FIRREA  specifically  contemplated  that 
Congress  would  help  build  up  SAIF  with  appropriated  funds,  thus  offsetting  the  drain  of  FICO 
payments.  In  fact,  SAIF-insured  deposits  have  shrunk  23  percent  since  FIRREA,  to  $734  bil- 
lion— declining  at  an  average  rate  of  some  6  percent  per  year  (even  as  deposits  at  BIF-insured 
institutions  remained  stable).  .  .  . 

"These  large  and  persistent  declines  in  SAIF-insured  deposits  have  increased  the  relative  bur- 
den of  FICO  payments.  Ifsuch  deposits  had  grown  as  anticipated  at  the  time  of  FIRREA,  FICO 


49 

We  cannot  rely  on  the  continual  growth  of  Oakar  deposits  to  somehow  resolve 
SAIF's  problems.  SAIF-insured  Oakar  deposits  must  by  law  be  assumed  to  grow  at 
the  same  rate  as  the  total  deposits  of  each  BIF-member  bank  that  purchased  them. 
With  a  BEF-SAEF  premium  differential,  banks  with  Oakar  deposits  will  effectively 
pay  higher  rates  for  deposit  insurance  than  banks  of  comparable  size  without  Oakar 
deposits — even  beyond  SAIF's  capitalization  date,  because  of  the  FICO  burden.  The 
differential  may  discourage  banks  from  purchasing  additional  Oakar  deposits  and 
should  discourage  banks  from  bidding  aggressively  for  such  deposits.  Therefore,  not 
only  would  SAIF's  deposit  base  shrink,  but  costs  for  resolving  future  thrift  failures 
could  be  expected  to  rise.  Moreover,  existing  holders  of  Oakar  deposits  would  also 
have  significant  incentives  to  find  ways  to  avoid  paying  premiums  on  those  deposits 
at  the  higher  SAIF  rate. 

D.  Consequences  of  Inaction 

1.  SAIF 

FDIC  staff  baseline  projections  released  earlier  this  year  assumed  a  relatively  low 
level  of  insurance  losses  over  the  long  term — i.e.,  that  thrifts  with  0.22  percent  of 
all  SAEF  assets  would  fail  per  year — enabling  SAIF  to  capitalize  in  2002  under  the 
current  premium  schedule.  However,  these  projections  also  showed  that  SAIF's  abil- 
ity to  recapitalize  is  highly  sensitive  to  the  assumed  level  of  future  insurance  losses. 
For  example,  tripling  the  annual  failure  rate  to  0.66  percent  of  SAEF  assets  would 
render  SAIF  incapable  of  capitalizing  before  2019.  Even  this  higher  rate  is  substan- 
tially less  than  the  0.94  percent  thrift  asset  failure  rate  observed  during  the  past 
15  years,  after  excluding  the  high  loss  years  of  1988-1992.  Historical  experience 
therefore  suggests  a  real  possibility  that  SAIF  could  linger  for  a  long  time  in  great 
weakness,  or  even  become  insolvent. 

If  SAIF  were  to  become  severely  troubled  or  even  insolvent,  the  FDIC  "night  wish 
to  protect  depositors  by  drawing  on  its  $30  billion  line  of  credit  with  the  Treasury. 
But  there  is  some  uncertainty  about  whether  the  line  of  credit  could  be  used  under 
these  circumstances.  Section  14(c)(1)  of  the  Federal  Deposit  Insurance  Act  allows 
the  Secretary  of  the  Treasury  to  disburse  funds  under  the  line  of  credit  only  pursu- 
ant to  an  agreement  with  the  FDIC  that  provides  a  repayment  schedule  and  dem- 
onstrates that  available  premium  income  will  be  sufficient  to  meet  the  repayment 
schedule,  including  interest  accruing  on  the  balance.  If  SAIF's  condition  were  to  de- 
teriorate to  the  point  that  the  FDIC  needed  to  draw  on  the  line  of  credit,  the  burden 
of  the  FICO  obligation  might  make  it  difficult  to  show  that  borrowings  could  be  re- 
paid from  SAIF's  premium  income. 

2.  FICO  Bonds 

The  continuing  decline  of  SAIF's  assessment  base,  coupled  with  the  growth  of 
Oakar  and  Sasser  deposits,  raises  the  possibility  that  the  SAIF  premiums  available 
to  make  payments  on  FICO  bonds  (i.e.,  the  premiums  paid  by  SAIF-member  savings 
associations)  could  fall  below  the  requisite  $793  million.  A  10  percent  annual  deposit 
shrinkage  rate  (excluding  Oakar  and  Sasser  deposits)  would  result  in  insufficient 
premium  income  to  cover  FICO  bonds  within  a  few  years.  Such  a  decline  is  not  un- 
realistic in  light  of  the  historical  trends  in  SAEF-insured  deposits  and  the  steps  re- 
cently taken  by  several  of  the  largest  thrifts  to  shift  deposits  from  SAIF  to  BEF. 

3.  SAIF  Members 

Whether  or  not  SAEF  members  succeed  in  extricating  themselves  from  SAIF  pre- 
miums and  other  perceived  disadvantages  of  being  associated  with  SAIF,  failure  to 
resolve  SAIF's  problems  will  make  it  more  difficult  for  savings  institutions  to  attract 
and  retain  capital,  thus  harming  what  remains  of  the  thrift  industry  and  diminish- 
ing the  industry's  capacity  to  help  solve  its  problems.  Delay  could  reduce  the  indus- 


payments  would  now  consume  27  percent  of  SAIF's  premium  income.  In  fact,  they  now  consume 
over  40  percent. 

'Thus,  although  SAIF  charges  the  same  premium  rates  as  BIF,  SAIF  will  have  difficulty 
building  reserves.  .  .   . 

"If  SAIF  premiums  averaged  25  basis  points,  premiums  for  healthy  SAIF-insured  institutions 
might  be  15—20  basis  points  higher  than  premiums  for  comparable  BIF-insured  institutions.  We 
are  concerned  that  such  a  disparity  could  cause  further  shrinkage  of  SAIF-insured  deposits  and, 
over  time,  actually  reduce  SAIF's  total  premium  income.  Banks  and  thrifts  operate  on  narrow 
margins  in  increasingly  competitive  financial  services  markets.  A  wide  disparity  between  BIF 
and  SAIF  premiums  will  encourage  SAIF-insured  institutions  to  reduce  their  reliance  on  insured 
deposits  (e.g.,  by  operating  more  like  mortgage  banks),  regardless  of  any  moratorium  on  conver- 
sions. If  SAIF-insured  deposits  continue  to  shrink — as  we  believe  will  occur  if  BIF  and  SAIF 
premiums  diverge  so  significantly — SAIF's  assessment  base  will  eventually  decline  to  the  point 
that  premium  income  will  not  even  cover  FICO  payments." 
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try's  ability  to  serve  housing  finance  while  raising  the  ultimate  cost  of  resolving 
SAEF's  problems.  Delay  could  also  harm  SAEF  by  discouraging  the  formation  of  new 
SAIF-insured  institutions,  encouraging  weak  institutions  to  take  excessive  risks  in 
an  attempt  to  remain  competitive  with  BIF-insured  institutions,  and  hindering  ef- 
forts by  the  FDIC  and  OTS  to  find  private -sector  solutions  for  troubled  institutions. 

m.  Guiding  Principles 

The  Administration  believes  that  six  principles  should  guide  any  solution  to  the 
problems  of  SAIF: 

•  First,  minimize  the  costs  and  risks  to  the  taxpayers. 

•  Second,  assure  prompt  capitalization  of  SAIF. 

•  Third,  avoid  default  on  the  FICO  bonds. 

•  Fourth,  require  a  fair  and  substantial  contribution  from  institutions  with  SAEF- 
insured  deposits. 

•  Fifth,  allocate  burdens  fairly,  and  avoid  market  distortions  and  perverse  incen- 
tives. 

•  And  sixth,   maintain  public  confidence  in  Federal  deposit  insurance  by  acting 
promptly,  before  SAIF's  problems  become  more  serious. 

IV.  Resolving  SAIF's  Problems 

Over  the  past  several  months,  the  Treasury  has  worked  with  the  FDIC  and  OTS 
to  develop  a  solution  to  SAIF's  problems.  We  have  arrived  at  a  joint  proposal  with 
three  critical  elements:  first,  a  special  assessment  on  SAIF-insured  deposits  to  fully 
capitalize  SAIF;  second,  spreading  FICO  payments  over  all  FDIC-insured  depository 
institutions;  and  third,  merging  SAEF  into  BEF.  We  have  also  agreed  on  some  addi- 
tional provisions  that  we  think  would  improve  the  overall  solution.  We  will  discuss 
in  turn  below  each  element  of  a  SAIF  solution. 

A.  Capitalizing  SAIF  Through  A  Special  Assessment  on 
SAEF-Insured  Deposits 

1.  Basic  Approach 

The  first  critical  element  would  require  institutions  with  SAIF-insured  deposits 
to  pay  a  special  assessment  at  a  rate  sufficient  to  fully  capitalize  SAEF  (i.e.,  increase 
the  Fund's  reserves  to  $1.25  per  $100  of  deposits)  at  the  beginning  of  1996,  when 
the  special  assessment  would  be  due.  Unlike  regular  SAIF  premiums,  the  special 
assessment  would  use  a  retrospective  assessment  base — namely,  an  institution's 
SAEF-assessable  deposits  on  a  specific  past  date,  such  as  March  31,  1995. 

Under  such  an  approach,  we  estimate  that  a  special  assessment  on  the  order  of 
83  to  90  basis  points  would  suffice  to  capitalize  SAEF.  The  exact  rate  would  depend 
on  (1)  the  extent  to  which  SAIF's  reserves  fall  short  of  the  1.25  percent  level  at  the 
end  of  this  year;  and  (2)  the  total  deposits  subject  to  the  special  assessment.6  In 
any  event,  we  would  expect  the  special  assessment  to  augment  the  Fund  by  some 
$6  billion. 

Capitalizing  SAIF  immediately  through  a  special  assessment  on  a  retrospective 
base  nas  several  major  advantages.  The  special  assessment  would  avoid  the  distort- 
ing effects  of  maintaining  high  regular  SAEF  premiums  (with  a  large  BEF -SAEF  dif- 
ferential) over  a  protracted  period.  Using  a  retrospective  base  would  give  institu- 
tions no  new  incentives  to  reduce  their  SAIF-insured  deposits,  since  reducing  such 
deposits  would  not  affect  their  premium  liability.  For  that  same  reason,  a  retrospec- 
tive base  would  also  prevent  evasion.  A  special  assessment  using  such  a  base  rep- 
resents the  best  available  means  of  obtaining  a  substantial  contribution  from  insti- 
tutions with  SAIF-insured  deposits  without  significantly  distorting  those  institu- 
tions' behavior. 

With  SAEF  capitalized,  the  FDIC  could  base  SAEF  premiums  on  the  risks  posed 
by  SAIF  members  (as  well  as  on  SAIF  members'  pro  rata  share  of  FICO  payments — 
see  Part  IV-B).  We  anticipate  that  SAEF  premium  rates  for  institutions  that  had 
paid  the  special  assessment  would  fall  to  levels  approximating  BIF  premium  rates. 
So  long  as  the  FICO  bonds  remained  outstanding,  however,  SAEF  rates  could  not 
fall  below  BEF  rates  for  institutions  posing  comparable  risk. 

I  would  note  that  a  special  assessment,  standing  alone,  would  not  solve  all  of 
SAEF's  problems.  It  would  not  correct  SAlF's  most  serious  problem:  the  adverse  ef- 
fects of  applying  the  fixed  FICO  obligation  to  a  shrinking  SAIF  assessment  base. 
Thus,  the  other  two  elements  of  our  proposal  discussed  below  are  critical  for  achiev- 
ing a  long-term  solution. 


"Example,  the  total  SAIF  deposit  base,  including  Oakar  deposits,  minus  deposits  at  weak  in- 
stitutions that  the  FDIC  exempts  from  the  special  assessment  (as  discussed  below). 
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2.   Weak  Institutions 

A  special  assessment  would  put  weak  institutions  under  some  stress  insofar  as 
it  diminished  their  reported  capital.7  To  help  ensure  that  the  special  assessment 
does  not  inadvertently  contribute  to  the  failure  of  institutions  that  might  otherwise 
have  survived,  the  FDIC's  Board  of  Directors  should  be  authorized  to  exempt  weak 
institutions  from  the  special  assessment  if  it  determines  that  the  exemptions  would 
actually  reduce  risk  to  the  Fund. 

It  is  important  to  understand,  however,  that  any  institution  exempted  from  the 
special  assessment  would  instead  pay  regular  premiums  under  the  current  SAD? 
risk -based  premium  schedule,  with  rates  ranging  from  23  to  31  basis  points,  for 
1996  through  1999.  Thus,  weak  institutions  would  still,  over  time,  generally  pay 
more  than  healthy  institutions — a  result  consistent  with  the  underlying  principles 
of  risk-related  premiums.  Assuming  FICO  payments  are  reallocated  as  explained  in 
Part  IV-B,  a  healthy  institution  would  pay  approximately  101  basis  points  from 
1996  through  1999  (assuming  an  85  basis  point  special  assessment,  plus  a  risk- 
based  premium  of  4  basis  points  for  each  of  4  years).  A  weak  institution  exempted 
from  the  special  assessment  and  paying  annual  premiums  of  29  basis  points  (under 
the  applicable  schedule  weak  institutions  pay  premiums  between  29  and  31  basis 
points)  would  pay  a  total  of  116  basis  points  (29  basis  points  for  each  of  4  years). 
Institutions  exempted  from  the  special  assessment  would  have  the  option  (during 
the  1997-1999)  of  paying  a  pro-rated  portion  of  the  special  assessment  and  thence- 
forth paying  premiums  under  the  new  risk -based  schedule.8  This  option  would  en- 
courage weak  institutions  to  resolve  capital  and  other  deficiencies. 

B.  Spreading  FICO  Payments  Over  All  FDIC-Insured  Institutions 

SAD?'s  greatest  vulnerability  arises  from  the  interaction  between  the  fixed  FICO 
obligation  and  SAIF's  declining  assessment  base.  Specifically,  SAIF  confronts  the 
possibility  of  a  vicious  circle  in  which  (1)  FICO  payments  consume  an  increasing 
share  of  SAD?  premiums,  which  (2)  reduces  SAD?'s  capacity  to  bear  losses  and  build 
reserves  and  renders  increasingly  remote  the  prospect  of  SAD7  reaching  the  1.25 

f>ercent  reserve  level,  which  (3)  makes  SAD1 -insured  deposits  less  attractive  as  a 
unding  source,  which  in  turn  (4)  promotes  further  shrinkage  of  the  assessment  base 
and  leaves  SAIF  with  even  less  income  remaining  after  FICO  payments. 

Such  a  vicious  circle  is  possible  because  FICO  payments  bulk  large  in  relation  to 
SAD?'s  income.  Consequently,  the  second  critical  element  in  resolving  SAD?'s  prob- 
lems would  be  to  spread  the  FICO  obligation  pro  rata  over  all  FDIC-insured  institu- 
tions, both  banks  and  thrifts.  This  would  not  involve  withdrawing  money  from  the 
deposit  insurance  funds.  Instead,  as  is  currently  the  case  with  SAD7,  money  suffi- 
cient to  make  FICO  payments  would  be  deducted  from  the  premiums  insured  depos- 
itory institutions  remitted  to  the  FDIC,  before  those  premiums  were  deposited  in 
the  insurance  funds. 

This  approach  would  spread  FICO  costs  over  a  large  deposit  base,  $3.2  trillion  as 
of  March  1995,  instead  of  leaving  them  concentrated  in  a  much  smaller  and  shrink- 
ing deposit  base  of  $485  billion  (or  $733  billion  counting  Oakar  and  Sasser  deposits). 
Spreading  FICO  payments  would  remove  the  damaging  uncertainty  the  current  ar- 
rangement creates  for  SAIF  and  its  members,  as  well  as  the  perverse  incentives  it 
gives  SAIF  members  to  shrink  their  deposits.  Spreading  FICO  payments  would  also 
help  SAIF  bear  losses  and  maintain  reserves  and,  combined  with  the  special  assess- 
ment on  SAD? -insured  deposits,  would  eliminate  the  BD?-SAD?  premium  differential. 
A  stronger  SAIF  would  reduce  the  risk  to  taxpayers  of  another  deposit  insurance 
crisis. 

We  welcome  the  indications  from  banks  and  bank  trade  associations  that  they  ap- 
preciate the  urgency  of  SAIF's  problems  and  are  open  to  participating  in  a  solution 
that  would  involve  a  sharing  FICO  costs. 

Some  in  the  banking  industry  have  argued  that  BIF  members  should  not  contrib- 
ute to  a  solution  because  banks  are  not  to  blame  for  SAIF's  problems.  But  blame 


7 Such  stress  would  result  in  part  from  institutions  paying  higher  risk-based  premiums  be- 
cause they  had  fallen  into  lower  capital  categories  (e.g.,  from  well-capitalized  to  adequately  cap- 
italized, or  from  adequately  capitalized  to  undercapitalized).  The  FDIC  could  mitigate  that  sort 
of  stress  by  using  its  existing  statutory  authority  to  adjust  risk-based  premiums:  specifically — 
and  solely  for  the  purpose  of  setting  risk-based  premiums  for  coverage  during  the  calendar  year 
1996 — the  FDIC  could  calculate  a  SAIF-insured  institution's  capital  before  payment  of  the  spe- 
cial assessment  but  taking  into  account  other  capital  fluctuations. 

8Thus,  if  the  special  assessment  were  85  basis  points  and  an  exempted  institution  raised  ad- 
ditional capital  during  1996,  it  could  pay  a  pro-rated  special  assessment  of  63.75  basis  points 
at  the  beginning  of  1997,  and  thereafter  pay  regular  premiums  under  the  new  SAIF  risk-based 
schedule.  The  63.75  basis  points  (three- fourths  of  85  basis  points)  reflects  the  fact  that  the  insti- 
tution paid  the  special  assessment  one-fourth  of  the  way  through  the  1996—1999  period. 
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is  not  the  issue;  the  issue  is  how  to  restore  SAIF  to  health  and  avoid  another  de- 
posit-insurance debacle. 

Let  there  be  no  mistake:  banks  did  not  cause  SAIF's  problems.  But  neither  did 
the  surviving  savings  institutions  or  the  taxpayers.  The  surviving  institutions  suf- 
fered (as  did  banks)  from  unfair  competition  by  deeply  insolvent  thrifts  that  re- 
mained open  and  ran  up  huge  losses.  The  surviving  institutions  have  paid  record- 
high  deposit  insurance  premiums  far  longer  than  banks.  As  already  noted,  most  of 
their  SAIF  premiums  have  been  diverted  to  pay  for  losses  incurred  before  the  cre- 
ation of  SAIF. 

Nor  were  taxpayers  to  blame  for  past  losses.  Yet  they  have  already  contributed 
huge  sums  to  the  thrift  cleanup.  The  taxpayers  have  borne  almost  all  of  the  esti- 
mated $87-95  billion  in  losses  covered  by  the  RTC,  and  over  two-thirds  of  the  esti- 
mated $62  billion  cost  of  FSLIC  assistance  agreements. 

Participation  by  banks  in  sharing  the  FICO  costs  would  underscore  the  impor- 
tance to  banks  and  the  public  of  a  stable  deposit  insurance  system  backed  by  the 
full  faith  and  credit  of  the  United  States.  Banks  have  benefited  substantially  from 
Government  actions — and  taxpayer  backing — to  shore  up  the  deposit  insurance 
funds.  The  aid  taxpayers  provided  to  the  depleted  thrift  insurance  fund  helped  pre- 
vent spillover  effects  on  public  confidence  for  FDIC-insured  banks  that  would  have 
been  disastrous,  particularly  at  a  time  when  mounting  bank  failures  were  putting 
tremendous  pressure  on  BEF's  predecessor  fund.  The  Government  stood  ready  to 
provide  resources  to  protect  the  insured  depositors  of  troubled  banks  only  a  few 
years  ago  when  BEF's  reserves  were  depleted.  Banks  benefited  directly  from  the 
Government's  removal  and  resolution  of  insolvent  thrifts,  whose  bidding  for  deposits 
to  finance  mounting  losses  raised  the  cost  of  funds  for  all  insured  institutions. 

Sharing  the  FICO  obligation  would  also  highlight  the  common  interests  of  banks 
and  savings  institutions  in  solving  SAIF's  problems  and  maintaining  a  sound  de- 
posit insurance  system.  Consumers  do  not  distinguish  between  BIF  and  SAEF:  they 
view  the  two  together  as  "Federal  deposit  insurance."  Thus  any  uncertainties  about 
the  health  of  one  Fund  would  adversely  affect  public  perception  of  the  entire  system. 

Spread  across  all  FDIC-insured  institutions,  FICO  payments  would  amount  to 
only  about  2.5  cents  per  $100  of  deposits.  Using  recent  FDIC  projections,  this  would 
still  allow  premiums  to  fall  to  4  cents  for  the  healthiest  institutions  during  the  next 
couple  of  years,  a  dramatic  decline  from  the  23-cent  premiums  prevailing  over  the 
past  4  years — and  well  below  the  approximately  7-cent  effective  premium  rate  (i.e., 
net  of  rebates)  charged  on  average  over  the  FDIC's  entire  history. 

C.  Merging  the  Deposit  Insurance  Funds 

The  first  two  critical  elements  of  a  SAIF  solution — capitalizing  SAIF  through  a 
special  assessment  and  spreading  FICO  payments  over  all  FDIC-insured  institu- 
tions— would  resolve  SAD?'s  most  pressing  problems  in  a  reasonable  and  equitable 
manner  that  protects  the  taxpayers  and  maintains  the  stability  of  the  deposit  insur- 
ance system.  But  these  elements  would  not  cure  the  longer-term  weaknesses  of 
SAD?  that  arise  from  the  Fund's  excessive  concentrations  of  risk  (discussed  in  Part 
II-C):  the  fact  that  SAIF  insures  a  specialized  industry,  whose  members  are  more 
like  each  other  than  BIF  members,  and  that  the  industry  is  concentrated  in  large 
West  Coast  institutions. 

These  longer-term  weaknesses  necessitate  the  third  critical  element  of  our  joint 
proposal:  merging  SAIF  into  BIF,  and  thereby  providing  the  requisite  asset  and  geo- 
graphic diversification.  Such  a  merger  would  protect  taxpayers  from  the  possibility 
of  another  deposit  insurance  crisis.  It  would  assure  the  public — and  Congress — that 
SAIF's  problems  would  not  need  to  be  revisited.  And  with  SAW  fully  recapitalized 
by  the  special  assessment,  the  merger  would  not  dilute  BIF.  Congress  should  act 
now  to  provide  for  a  merger  of  the  Funds.  We  recommend  that  the  merger  occur 
as  soon  as  practicable — preferably  no  later  than  the  beginning  of  1998. 

We  recognize  that  any  discussion  of  merging  the  deposit  insurance  funds  raises 
many  ancillary  issues,  which  center  on  the  future  of  the  thrift  charter  and  other 
rules  and  institutional  arrangements  specific  to  savings  institutions.  The  Treasury 
staff  has  been  working  hard  to  develop  a  comprehensive  approach  for  dealing  with 
all  the  complex  and  difficult  issues  involved  here.  We  are  preparing  to  report  back 
to  both  Banking  Committees  within  a  relatively  short  period  of  time  with  our  sug- 
gestions on  the  ancillary  issues.  In  the  meantime,  we  urge  the  Committee  to  act 
promptly  on  the  joint  proposal,  which  would  provide  an  urgently  needed — and  com- 
prehensive solution  to  SAIF's  problems. 
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D.  Supplementary  Elements 

1.  Authorizing  Rebates  of  Excess  BIF  Premiums 

In  view  of  the  contribution  BEF  members  would  be  asked  to  make  to  secure  a 
sound  solution  to  SAIF's  problems,  we  support  restoring  the  FDIC's  authority  to  re- 
bate premiums  paid  on  BIF-insured  deposits  to  the  extent  that  BIF  has  reserves  ex- 
ceeding its  designated  reserve  ratio.9 

2.  Adjusting  Rules  to  Promote  Premium-Rate  Stability 

A  final  issue  which  received  consideration  in  our  discussions  with  the  FDIC  and 
the  OTS  was  the  desirability  of  providing  stability  to  premium  rates,  important  for 
depository  institutions  to  make  reliable  projections  of  their  costs.10  In  order  to  give 
the  FDIC  flexibility  to  reduce  the  frequency  of  premium  rate  changes,  the  Board's 
rate-setting  authority  would  be  modified  to  allow  actual  reserves  to  fluctuate  tempo- 
rarily within  a  range  of  not  more  than  0.1  percentage  point  above  or  below  the  des- 
ignated reserve  ratio.  This  would  provide  flexibility  to  smooth  out  premium  rate 
fluctuations  but  does  not  change  the  designated  reserve  ratio.11 

We  also  support  lowering,  from  23  basis  points  to  8  basis  points,  the  minimum 
average  premium  required  when  a  deposit  insurance  fund  is  undercapitalized  or 
when  the  FDIC  has  borrowings  outstanding  from  the  Treasury  or  the  Federal  Fi- 
nancing Bank.  This  change  would  further  reduce  the  potential  for  sharp  swings  in 
insurance  premium  rates. 

V.  Conclusion 

In  this  testimony,  I  have  described  serious  weaknesses  in  SAIF — weaknesses  that 
cast  doubt  on  the  Fund's  long-term  viability.  The  large  impending  disparity  between 
BIF  and  SAIF  premiums  heightens  the  prospects  for  further  weakening  of  SAIF,  es- 
pecially by  accelerating  the  long-term  erosion  of  SAIF's  deposit  base.  SAIF  members 
will  have  the  incentives  and  the  ability  to  reduce  their  reliance  on  SAIP-insured  de- 
posits, regardless  of  any  moratorium  on  switching  Funds.  Inaction  would  increase 
the  risks  of  another  thrift  deposit  insurance  fund  insolvency  crisis  and  a  potential 
default  on  FICO  debt. 

For  these  reasons  we  urge  Congress  to  act  now  to  resolve  SAIF's  problems.  An- 
other thrift  crisis  would  hurt  all  FDIC-insured  institutions,  including  BIF  members. 
Any  solution  should  minimize  costs  to  the  taxpayers,  provide  for  prompt  capitaliza- 
tion of  SAIF  and  payments  on  the  FICO  bonds,  require  a  significant  contribution 
from  SAIF-insured  institutions,  avoid  market  distortions,  and  maintain  public  con- 
fidence in  the  deposit  insurance  system. 

After  the  deposit  insurance  debacles  of  the  1980's  and  early  1990's,  we  have  an 
opportunity  here.  We  have  identified  the  problems  before  the  crisis.  This  gives  us 
an  opportunity  to  work  together  to  secure  the  enactment  of  a  lasting  solution.  Some 
would  have  us  squander  this  opportunity  by  denying  that  problems  exist  and  wait- 
ing until  they  hit  us  over  the  head.  As  we  know,  that  is  how  policymakers  dealt 
with  the  thrift  debacle  during  the  1980's.  The  question  here  is  not  whether  there 
will  be  problems;  there  are  problems  today.  The  question  is  when  these  problems 
will  ripen  into  a  current  crisis — and  that  may  occur  sooner  than  many  believe  pos- 
sible. 

We  stand  ready  to  continue  to  work  with  this  Committee  and  other  Members  of 
Congress  to  resolve  SAIF's  problems. 


9Rebate  authority  would  not  extend  to  BIF's  investment  income,  which  has  never  been  re- 
bated in  the  FDIC's  history. 

10 Once  the  deposit  insurance  funds  are  fully  capitalized,  premiums  charged  to  their  members 
might  vary  from  period  to  period  depending  on  factors  such  as  the  level  of  actual  or  expected 
insurance  losses,  and  changes  in  interest  rates,  combined  with  the  need  to  maintain  a  deposit 
insurance  fund's  reserve  ratio  so  that  it  approximates  the  designated  reserve  ratio. 

11  This  flexibility  would  not  override  (1)  the  FDIC's  duty  to  base  premiums  on  risk;  or  (2)  the 
requirement  that  SAIF  premiums  be  no  lower  than  BIF  premiums.  Nor  would  it  authorize  re- 
bating BIF's  investment  income. 
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PREPARED  STATEMENT  OF  RICKI  HELFER 

Chairman,  Federal  Deposit  Insurance  Corporation 
Washington,  DC 

July  28,  1995 

Mr.  Chairman  and  Members  of  the  Committee:  I  am  here  today  to  describe  the 
difficulties  facing  the  Savings  Association  Insurance  Fund  (SAD7),  and  to  discuss 
recommendations  for  resolving  those  difficulties.  These  recommendations  reflect  dis- 
cussions and  analyses  by  the  Department  of  the  Treasury,  the  Office  of  Thrift  Su- 
pervision (OTS),  and  the  Federal  Deposit  Insurance  Corporation  (FDIC). 

The  FDIC  has  responsibility  for  two  deposit  insurance  funds:  the  SAIF  and  the 
Bank  Insurance  Fund  (BIF).  The  Financial  institutions  Reform,  Recovery,  and  En- 
forcement Act  of  1989  (FIRREA)  created  the  SAIF  to  replace  the  defunct  Federal 
Savings  and  Loan  Insurance  Corporation  (FSLIC),  which  had  become  insolvent  as 
the  result  of  the  savings  and  loan  failures  of  the  1980's.  The  law  provided  the  SAIF 
with  no  funds  at  its  inception.  For  a  variety  of  reasons,  the  mechanisms  established 
to  fund,  or  capitalize,  the  SAIF  have  not  enabled  it  to  reach  the  target  minimum 
reserve  ratio  of  1.25  percent  of  insured  deposits  set  by  Congress  in  FIRREA. 

A  number  of  other  factors  compound  the  problem  of  the  SAIF's  inadequate  capital- 
ization. This  testimony  describes  each  of  the  SAIF's  difficulties,  shows  how  they  are 
interrelated,  and  argues  that  they  require  Congressional  action.  The  difficulties  fac- 
ing the  SAIF  are  real  and  substantial.  They  can  only  be  addressed  comprehensively 
through  Congressional  action. 

This  testimony  is  divided  into  four  parts.  The  first  summarizes  the  SAIF's  difficul- 
ties. The  second  discusses  the  possible  consequence  of  these  difficulties — an  insol- 
vent SAB?.  The  third  presents  an  overview  of  funding  sources  for  dealing  with  the 
SAIF's  difficulties.  The  fourth  and  final  portion  of  the  testimony  describes  rec- 
ommendations for  resolving  the  difficulties. 

The  SAIF's  Difficulties 

Three  problems  are  at  the  heart  of  the  SAIF's  difficulties.  First,  the  SAW  is  gross- 
ly undercapitalized.  Second,  a  sizable  portion  of  the  SArF's  ongoing  assessments  is 
diverted  to  meet  interest  payments  on  obligations  of  the  Financing  Corporation 
(FICO).  Third,  on  July  1  the  SAIF  assumed  responsibility  from  the  Resolution  Trust 
Corporation  (RTC)  for  paying  the  costs  arising  from  any  new  failures  of  thrift  insti- 
tutions. These  three  problems  are  exacerbated  by  several  additional  factors:  the 
shrinkage  since  the  SAW  was  created  in  1989  in  both  the  SAW  assessment  base 
and  the  portion  available  to  provide  assessment  income  for  the  FICO  obligation;  the 
incentives  that  the  forthcoming  BIF -SAIF  premium  disparity  will  provide  Tor  further 
shrinkage  in  the  SAIF  assessment  base,  primarily  through  the  migration  of  depos- 
its; and  the  difficulty  of  obtaining  access  to  funds  Congress  provided  as  emergency 
backup  for  the  SAIF. 

Undercapitalization 

The  foremost  problem  confronting  the  SAIF  is  that  it  is  grossly  undercapitalized, 
a  particular  concern  to  the  FDIC,  which  oversees  the  deposit  insurance  funds.  At 
the  end  of  the  first  quarter  of  1995,  the  SAIF  had  a  balance  of  $2.2  billion,  or  only 
0.31  percent  of  insured  deposits.  The  balance  was  less  than  7  percent  of  the  assets 
of  SAIF-insured  "problem'  institutions.  At  the  current  pace,  and  under  reasonably 
optimistic  assumptions,  the  SAIF  is  unlikely  to  reach  the  minimum  reserve  ratio  of 
1.25  percent  until  the  year  2002. 

In  contrast,  the  $23.2  billion  BIF  balance  at  the  end  of  the  first  quarter  was  1.22 
percent  of  BIF-insured  deposits  and  70  percent  of  the  assets  of  BIF-insured  "prob- 
lem" institutions.  The  RW  probably  reached  the  1.25  minimum  reserve  ratio  during 
the  second  quarter  of  this  year  although  the  FDIC  cannot  confirm  this  fact  until 
the  Call  Reports  for  the  second  quarter  have  been  received  and  analyzed. 

The  FICO  and  Other  Diversions 

A  principal  reason  the  SAIF  is  undercapitalized  is  that  SAW  assessments  have 
been  diverted  to  purposes  other  than  building  the  fund.  This  problem  was  described 
in  detail  in  a  recent  General  Accounting  Office  report.  In  short,  since  1989,  $7.4  bil- 
lion— approximately  three-quarters  of  SAIF  assessments — have  been  diverted  from 
the  SAIF  to  pay  off  obligations  arising  from  the  Government's  efforts  to  handle  the 
thria  failures  of  the  1980's.  The  Resolution  Funding  Corporation  (REFCORP)  re- 
ceived $1.1  billion.  The  Federal  Savings  and  Loan  Insurance  Corporation  Resolution 
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Fund  (FRF)  received  $2  billion.  The  FICO  has  received  $4.3  billion.  Without  these 
diversions,  the  SAIF  would  have  reached  its  designated  reserve  ratio  of  1.25  percent 
last  year,  prior  to  the  BIF. 

Only  the  FICO  obligation  remains,  but  under  current  law  it  has  an  annual  call 
of  up  to  the  first  $793  million  in  SAIF  assessments  until  the  year  2017,  with  de- 
creasing calls  for  two  additional  years  thereafter.  In  1995,  the  FICO  draw  is  ex- 
pected to  amount  to  approximately  45  percent  of  all  SAIF  assessments. 

Congress  established  the  FICO  in  the  Competitive  Equality  Banking  Act  of  1987 
(CEBA)  in  a  vain  attempt  to  recapitalize  the  FSLIC.  Using  $680  million  in  capital 
from  the  Federal  Home  Loan  Banks,  the  FICO  purchased  zero-coupon  U.S.  Treasury 
securities.  These  securities  in  turn  served  as  collateral  for  the  issuance  of  30-year 
interest-bearing  debt  obligations  by  the  FICO.  The  proceeds  from  these  obligations 
were  channeled  by  the  FICO  to  the  FSLIC.  From  1987  to  1989,  the  FICO  issued 
approximately  $8.2  billion  in  bonds.  When  these  bonds  mature,  the  principal  values, 
or  face  amounts,  will  be  paid  with  the  proceeds  of  the  simultaneously  maturing 
zero-coupon  Treasury  securities.  No  FICO  bonds  were  issued  after  1989,  and  the 
FICO's  issuing  authority  was  terminated  in  1991. 

The  obligation  of  SAIF-insured  institutions  to  the  FICO  involves  the  interest  on 
the  FICO  bonds.  Congress  in  CEBA  made  FSLIC-insured  institutions  responsible  for 
the  annual  interest  payments  on  the  FICO  bonds.  When  the  FSLIC  was  abolished, 
following  its  failure,  and  replaced  with  the  SAIF  in  FIRREA,  SAEF -insured  savings 
associations  were  given  the  obligation  of  FSLIC-insured  institutions  for  the  FICO 
interest  payments.  Attempts  to  capitalize  the  SAIF  against  the  drain  of  the  FICO 
interest  payments  can  be  likened  to  trying  to  fill  a  bucket  with  a  hole  in  it. 

Assumption  of  Responsibility  for  Thrift  Failures 

On  July  1,  1995,  the  SAIF's  undercapitalized  condition  became  a  matter  of  signifi- 
cant, continuing  concern.  On  that  date,  the  SAIF  assumed  responsibility  from  the 
RTC  for  resolving  all  new  failures  of  SAIF-insured  thrifts.  One  large  or  several  siz- 
able thrift  failures  could  quickly  deplete  the  $2.2  billion  balance  in  the  fund.  While 
the  FDIC  is  not  currently  predicting  such  failures,  they  are  possible.  The  possibility 
is  enhanced  by  the  portfolio  concentration  of  SAIF-member  institutions  in  housing- 
related  assets  and  the  concentration  of  overall  exposure  in  California,  a  State  that 
has  experienced  significant  volatility  in  real  estate  values. 

The  SAIF's  Shrinkage 

The  assumption  at  the  time  of  the  SAEF's  creation  in  1989  by  FIRREA  was  that 
the  SAIF  assessment  base — primarily  SAIF-insured  deposits — would  grow.  The  esti- 
mate by  the  Administration  and  the  Congressional  Budget  Office  was  that  thrift  de- 
posit growth  would  be  6  to  7  percent  annually.  That  growth  has  not  occurred.  In- 
stead, SAIF  deposits  have  declined  every  full  year  since  the  fund's  creation.  At  year- 
end  1989,  SAW  deposits  were  $950  billion.  On  March  31,  1995,  SAIF  deposits  were 
$733  billion.  At  the  current  average  assessment  rate,  a  SAIF  assessment  base  of 
$328  billion  is  necessary  to  generate  sufficient  assessment  income  to  meet  the  FICO 
interest  obligation. 

Although  SAIF  deposits  grew  slightly  in  the  last  quarter  of  1994  and  the  first 
quarter  of  1995,  by  0.6  percent  and  1.6  percent  respectively,  there  is  no  indication 
that  the  growth  constitutes  a  permanent  reversal  of  the  long-term  downward  trend. 
The  growth  can  very  likely  be  traced  to  efforts  by  thrifts  to  seek  lower-cost  funding 
sources.  For  thrifts,  insured  deposits  during  the  period  were  a  low-cost  source  of 
funds  because  higher  return  options  for  depositors  were  limited.  A  shift  in  the  inter- 
est-rate environment  could  quickly  result  in  the  evaporation  of  the  growth  SAIF-in- 
sured deposits  experienced  over  the  last  two  quarters.  In  addition,  some  SAIF  mem- 
bers may  have  decided  to  leave  insured  deposits  in  the  SAW  while  waiting  to  see 
whether  legislative  solutions  to  the  problems  of  the  SAIF  were  possible.  If  no  solu- 
tions are  found,  a  return  to  a  shrinking  SAW  assessment  base  could  come  quickly. 

A  further  problem  concerning  a  shrinking  SAB?  is  that  under  current  law  a  por- 
tion of  SAIF  assessments  are  not  available  for  the  FICO  interest  payments.  The 
SAEF  assessments  unavailable  for  the  FICO  interest  payments  are  those  from  so- 
called  Oakar  and  Sasser  banks.  An  Oakar  bank  is  a  BIF-member  bank  that  has  ac- 
quired SAIF-insured  deposits  and  pays  deposit  insurance  premiums  to  both  the  BIF 
and  the  SAIF.  A  Sasser  institution  is  a  commercial  bank  or  State  savings  bank  that 
has  changed  its  charter  from  a  savings  association  to  a  bank  but  remains  a  SAIF 
member.  SAIF  assessments  from  Oakar  and  Sasser  institutions  are  unavailable  for 
the  FICO  obligation  because  under  the  law  only  assessments  from  insured  institu- 
tions that  are  both  savings  associations  and  SAIF  members  may  be  used  for  the 
FICO  interest  payments. 
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The  portion  of  SAIF  assessments  from  Oakar  and  Sasser  institutions,  and  con- 
sequently the  portion  of  SAB?  assessments  unavailable  for  the  FICO  obligation,  has 
been  growing.  At  year-end  1992,  Oakar  and  Sasser  institutions  held  14  percent  of 
SAIF-assessable  deposits;  at  year-end  1993,  the  proportion  was  25  percent;  and  on 
March  31  of  this  year,  it  was  34  percent. 

As  of  the  end  of  March,  the  portion  of  the  SAIF  assessment  base  available  for  the 
FICO  payments — that  is,  the  portion  of  the  base  remaining  after  the  SAIF  deposits 
of  Oakar  and  Sasser  institutions  are  subtracted — totalled  $478  billion.  This  leaves 
a  "cushion"  of  $150  billion  above  the  assessment  base  of  $328  billion  that  is  needed 
at  the  current  average  assessment  rate  to  generate  sufficient  assessment  income  to 
meet  the  FICO  interest  obligation.  The  cushion  is  only  half  of  what  it  was  at  year- 
end  1992.  Continued  shrinkage  in  the  cushion — because  of  continued  shrinkage  in 
the  overall  SAIF  assessment  base,  continued  growth  in  the  Oakar  and  Sasser  por- 
tions of  the  base,  or  some  combination  of  the  two — could  result  in  a  shortfall  in  as- 
sessment revenues  to  meet  the  FICO  interest  obligation  well  before  the  year  2000. 

BIF-SAIF  Premium  Disparity 

A  key  additional  factor  complicating  the  SAIF's  predicament  is  the  forthcoming 
assessment  disparity  between  SAFF-insured  and  BIF-insured  institutions,  and  the 
market  responses.  The  disparity  stems  from  current  statutory  requirements.  Insur- 
ance premiums  for  the  BIF  and  the  SAB?  must  be  set  independently.  When  an  in- 
surance fund  reaches  its  designated  reserve  ratio  of  1.25  percent  of  insured  deposits, 
the  FDIC's  mandate,  absent  a  factual  basis  for  a  higher  designated  reserve  ratio, 
is  to  set  assessments  to  maintain  the  fund  at  that  target  ratio.  Therefore,  the  arriv- 
al of  the  BIF  at  the  designated  reserve  ratio  requires  that  BIF  assessment  rates  be 
substantially  reduced. 

In  January  of  this  year,  the  FDIC  issued  a  proposal  to  lower  assessment  rates 
for  all  but  the  riskiest  BB?  members  when  the  fund  attains  the  designated  reserve 
ratio.  Because  the  SAIF  is  significantly  undercapitalized,  the  FDIC  proposed  that 
assessment  rates  for  SAB?  members  remain  at  current  levels.  The  proposals  would 
result  in  SAB?  members  paying  an  average  assessment  rate  approximately  20  basis 
points  higher  than  BFF  members.  The  average  assessment  rate  for  SAIF  members 
would  be  24  basis  points,  or  24  cents  per  $100  of  assessable  deposits;  the  average 
assessment  rate  for  BIF  members  would  be  4.5  basis  points,  or  4.5  cents  per  $100 
of  assessable  deposits.  When  it  takes  final  action  in  the  near  future,  the  FDIC  may 
not  adopt  this  exact  proposal,  but  if  it  does  not,  under  current  law  something  simi- 
lar would  be  required  because  of  the  expected  recapitalization  of  the  BIF. 

Given  the  current  size  of  the  SAIF's  assessment  base,  the  FICO  obligation  would 
constitute  approximately  11  basis  points  of  the  proposed  premium  differential  If  the 
assessment  base  of  the  SAB?  were  to  shrink,  the  size  of  the  differential  attributable 
to  the  FICO  obligation  would  increase.  Even  when  the  SAIF  reaches  the  capitaliza- 
tion level,  the  responsibility  for  the  FICO  interest  payment  would  result  in  a  BD?- 
SAB?  premium  disparity  until  the  year  2019. 

The  potential  premium  differential  between  BB?  members  and  SAIF  members 
could  adversely  affect  SAIF  members  in  a  number  of  ways,  including  increasing  the 
cost  of  remaining  competitive,  impairing  the  ability  to  generate  capital  internally  or 
externally,  and  leading  to  higher  rates  of  failure  for  thrift  institutions  that  com- 
pensate for  the  differential  in  unsafe  or  unsound  ways.  Most  important  from  the 
standpoint  of  the  SAIF,  however,  a  premium  differential  would  create  a  powerful 
incentive  for  SAD7  members  to  minimize  exposure  to  the  higher  SAD?  rates.  A  suffi- 
ciently heavy  response  to  this  incentive  could  reduce  the  SAB?  assessment  base 
below  the  level  necessary  to  provide  adequate  assessment  revenue  to  meet  the  FICO 
obligation.  Thus,  the  forthcoming  BD?-SAD?  premium  disparity  poses  the  real  possi- 
bility of  a  default  on  the  FICO  interest  payments. 

Deposit  Migration 

There  are  two  general  ways  SAIF  members  can  act  in  response  to  the  incentive 
to  reduce  their  exposure  to  higher  SAIF  assessment  rates.  First,  SAIF  members  can 
increase  their  reliance  on  nonassessable  funding  sources,  such  as  Federal  Home 
Loan  Bank  advances  and  reverse  repurchase  agreements.  The  securitization  of  real 
estate  lending  portfolios  can  also  decrease  the  need  for  assessable  deposits. 

Second — and  constituting  probably  the  bigger  threat  to  the  SAIF — members  of  the 
SAD?  can  pursue  a  deposit  migration  strategy.  An  FDIC  analysis  of  the  immediacy 
of  the  problems  confronting  the  SAD?  is  attached  as  Attachment  A.  The  analysis  in- 
cludes a  discussion  of  the  potential  for  and  impediments  to  deposit  migration  from 
the  SAIF.  Since  March  1,  a  number  of  holding  companies  with  SAIF  members  have 
applied  for  de  novo  bank  charters  and  Federal  deposit  insurance  in  the  BIF.  Gen- 
erally, the  proposals  seek  to  establish  branch  offices  of  the  new  BIF  member  in  ex- 
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isting  branch  offices  of  the  SAIF-member  subsidiary.  Customers  could  then  be  en- 
couraged through  various  incentives  to  shift  deposits  from  the  SAIF-member  sub- 
sidiary to  the  newly  chartered  BIF-member. 

Another  deposit  migration  strategy  is  open  to  holding  companies  that  already 
have  both  BIF-member  and  SAD^-member  subsidiaries.  One  such  organization  has 
applied  for  shared  branch  locations.  Similarly,  a  thrift  holding  company  could  ac- 
quire an  existing  BIF-member.  Finally,  transfers  of  deposits  could  be  accomplished 
through  agency  relationships,  as  permitted  under  the  Riegle-Neal  Interstate  Bank- 
ing and  Branching  Efficiency  Act  of  1994.  Under  the  provisions  of  that  Act,  shared 
branching  arrangements  between  BIF  and  SAB?  affiliates  would  not  be  necessary 
because  offices  of  SAIF-member  thrifts  could  accept  deposits  "as  agent"  for  BIF- 
member  affiliates. 

To  date,  the  applications  for  bank  charters,  deposit  insurance,  and  shared  branch 
arrangements  remain  under  consideration  by  the  chartering  authorities  and  the 
FDIC.  Together,  the  thrifts  involved  have  SAIF  deposits  that  represent  more  than 
75  percent  of  the  remaining  FICO  cushion  against  default.  Even  if  all  of  these  appli- 
cations are  approved,  some  obstacles  exist  to  a  massive  migration  of  deposits.  Still, 
deposit  migration  due  to  the  incentive  provided  by  a  BIF-SAIF  premium  disparity 
is  a  significant  threat  to  the  existing  balance  of  the  SAIF. 

Deposit  migration  would  also  exacerbate  potential  structural  problems  in  the 
SAB?.  The  institutions  most  likely  to  migrate  would  be  the  stronger  ones.  This 
would  leave  the  SAB7  to  be  supported  by,  and  to  insure  the  deposits  of,  members 
that  are  currently  considered  higner-risk  institutions.  The  effectiveness  of  the  SAIF 
as  a  loss-spreading  mechanism — an  effectiveness  already  less  than  optimal  because 
of  the  large  exposure  of  the  thrift  industry  to  the  volatile  housing  industry — would 
be  reduced.  In  this  regard,  it  is  worth  noting  that  the  eight  largest  SAIF-insured 
institutions  operate  predominantly  in  California  and  hold  18.5  percent  of  all  SAIF- 
insured  deposits.  Any  deposit  migration  that  increased  the  SAIF  s  exposure  to  a  par- 
ticular geographic  region  or  accentuated  the  extent  of  concentration  among  the 
SAEF's  members  would  not  be  good  for  the  fund's  financial  health. 

Banks  also  might  be  affected  by  deposit  migration.  For  example,  banks  might  be 
forced  to  pay  later  if  the  SAIF  fails  because  the  stronger  institutions  have  left  it. 
Moreover,  a  migration  of  deposits  from  the  SAIF  to  the  BIF  could  lead  to  a  dilution 
of  the  BlF's  reserve  ratio  and  the  need  for  higher  BIF  premiums  to  compensate. 

Therefore,  for  a  variety  of  reasons,  deposit  migration  poses  a  number  of  problems 
for  the  SAW  and  could  ultimately  threaten  its  soundness.  For  members  of  the  SAB?, 
the  specter  of  years  of  high  assessment  rates  attributable  to  the  FICO  interest  obli- 
gation may  well  produce  a  rush  to  a  less  expensive  insurance  fund. 

Backup  Funds 

When  it  replaced  the  FSLIC  with  the  SAIF  in  1989,  Congress  recognized  that  the 
draws  on  the  SAIF  by  the  FRF,  the  REFCORP,  and  the  FICO  would  substantially 
delay  the  capitalization  of  the  fund.  Consequently,  FIRREA  authorized  appropria- 
tions of  up  to  $32  billion  to  capitalize  the  SAIF.  An  amount  not  to  exceed  $16  billion 
was  to  be  in  the  form  of  payments  of  $2  billion  annually  through  1999.  The  purpose 
of  the  annual  payments  was  to  supplement  assessment  revenue.  An  additional  $16 
billion  was  authorized  to  maintain  a  statutory  minimum  net  worth  through  1999. 
Subsequent  legislation  extended  the  date  for  the  receipt  of  the  Treasury  payments 
to  2000.  Despite  requests  by  the  FDIC  for  the  funds  authorized  to  capitalize  the 
SAIF,  the  SAIF  never  received  any  of  the  authorized  funds.1 

The  RTC  Completion  Act  of  1993  eliminated  the  authorized  funds  for  the  SAIF.2 
Instead,  the  Completion  Act  established  a  procedure  giving  the  FDIC  possible  access 


lThe  issue  of  the  SAIPs  need  for  appropriated  funds  to  reach  mandated  reserve  levels  has 
been  recognized  by  the  FDIC  since  the  creation  of  the  SAIF.  It  was  raised  on  January  10,  1992, 
in  a  letter  from  William  Taylor,  Chairman  of  the  FDIC,  to  Richard  Darman,  Director,  U.S.  Of- 
fice of  Management  and  Budget,  and  it  was  raised  again  in  a  letter,  dated  February  20,  1992, 
from  Stanley  J.  Poling,  Director,  FDIC  Division  of  Accounting  and  Corporate  Services,  to  Jerome 
H.  Powell,  Assistant  Secretary  for  Domestic  Finance,  U.S.  Treasury.  More  recently,  the  issue 
was  addressed  at  the  time  Congress  was  considering  the  RTC  Completion  Act  in  a  letter  dated 
September  23,  1993,  from  Andrew  C.  Hove,  Jr.,  Acting  Chairman,  to  the  House  and  Senate 
Banking  Committee  Chairmen  and  Ranking  Minority  Members.  See  also  the  Testimony  of  An- 
drew C.  Hove,  Jr.,  on  "The  Condition  of  the  Banking  and  Thrift  Industries,"  before  the  United 
States  Senate  Committee  on  Banking,  Housing  and,  Urban  Affairs,  September  22,  1994. 

2 In  his  letter  dated  September  23,  1993,  to  the  House  and  Senate  Banking  Committee  Chair- 
men and  Ranking  Minority  Members,  Acting  FDIC  Chairman  Andrew  C.  Hove,  Jr.,  cautioned 
that  the  legislation  being  considered  to  replace  the  SAIF  funding  authorizations  of  FIRREA,  and 
that  subsequently  was  approved  as  the  RTC  Completion  Act,  left  significant  problems:  "[b)oth 
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to  two  backup  funding  sources  for  the  SAIF:  (1)  for  fiscal  years  1994  through  1998, 
an  authorization  for  payments  from  the  Treasury  of  up  to  $8  billion;  and  (2)  during 
the  2  years  following  the  RTC's  termination  on  December  31,  1995,  money  author- 
ized for  the  RTC  to  complete  its  work  but  unspent  by  that  agency.  In  order  to  obtain 
funds  from  either  of  these  sources,  however,  the  FDIC  must  certify  to  Congress  that 
an  increase  in  SAIF  premiums  could  reasonably  be  expected  to  result  in  greater 
losses  to  the  Government,  and  that  SAIF  members  are  unable  to  pay  assessments 
to  cover  losses  without  adversely  affecting  their  ability  to  raise  and  maintain  capital 
or  maintain  the  assessment  base. 

Such  a  certification  essentially  requires  a  finding  that  there  are  foreseeable  losses 
to  the  SAIF  that  will  fully  deplete  the  fund.  Moreover,  unlike  the  funds  authorized 
for  the  SAIF  under  FIRREA  but  never  appropriated,  the  sources  of  funds  for  the 
SAIF  under  the  RTC  Completion  Act  cannot  be  used  to  capitalize  the  SAEF — that 
is,  to  build  an  insurance  reserve.  They  are  available  only  to  replenish  SAIF  losses, 
leaving  to  SAIF  members  the  continuing  obligation  to  pay  premiums  at  a  level  suffi- 
cient to  capitalize  the  SAIF  in  the  face  of  losses  and  debt  service  on  the  FICO  bonds. 

Summary 

In  summary,  the  SAIF  is  in  a  troubled  state.  It  is  significantly  undercapitalized 
and  since  July  1  has  had  responsibility  for  paying  the  costs  of  thrift  failures.  The 
forthcoming  insurance  premium  disparity  with  the  BEF,  which  is  required  by  law, 
is  very  likely  to  exacerbate  the  situation.  A  comprehensive  solution  to  the  SAIF's 
problems  is  beyond  the  authority  of  the  FDIC,  and  Congressional  action  is  nec- 
essary. If  there  is  no  Congressional  action,  the  continued  undercapitalization  of  the 
SAD7  is  virtually  ensured,  a  default  on  FICO  interest  payments  is  likely,  and  the 
insolvency  of  the  SAIF  is  a  possibility.  The  next  section  of  this  testimony  explores 
the  ramifications  of  an  insolvent  SAIF  and  a  FICO  interest  payment  default. 

An  Insolvent  SAIF? 

Deposit  insurance  is  a  fundamental  part  of  the  financial  industry  safety  net.  As 
part  of  the  larger  safety  net,  the  deposit  insurance  system  not  only  protects  individ- 
ual depositors  but  serves  to  buttress  the  banking  and  thrift  industries  during  times 
of  stress  by  substantially  eliminating  the  incentives  for  depositors  to  engage  in  runs 
on  banks  and  thrifts.  Deposit  insurance  and  the  safety  net  provide  security  for  cus- 
tomers, and  stability  for  the  financial  system  as  a  whole. 

In  1933,  the  year  the  FDIC  was  created,  there  were  4,000  bank  failures.  In  1934, 
the  first  year  the  FDIC  was  in  operation,  there  were  nine  bank  failures.  Deposit  in- 
surance provided  the  stability  the  banking  industry  needed  to  begin  the  long  road 
back  from  the  brink  of  collapse.  In  the  1980's  and  early  1990's,  deposit  insurance 
helped  prevent  the  troubles  encountered  by  the  bank  and  thrift  industries  from  es- 
calating into  an  economy-wide  disaster.  Despite  failures  of  a  large  number  of  insti- 
tutions, the  harm  was  contained.  At  one  point,  the  FDIC  borrowed  funds  for  work- 
ing capital  purposes  from  the  Federal  Financing  Bank,  but  the  money  was  repaid 
with  interest.  The  balance  in  the  BIF  declined,  and  as  a  result  of  an  extremely  large 
reserve  for  possible  bank  failures,  fell  below  zero,  but  the  fund  was  completely  re- 
built. The  rebuilding  was  due  to  insurance  premiums  paid  by  banks  and  to  the 
greatly  improved  health  of  the  banking  industry,  which  permitted  the  reserve  for 
losses  to  be  reduced.  No  taxpayer  money  was  needed  for  the  BD7's  recapitalization. 
The  banking  system  not  only  survived  but  emerged  renewed  and  revitalized.  Deposit 
insurance  and  the  safety  net  worked. 

If  the  SAIF  were  allowed  to  become  insolvent,  the  confidence  Americans  have  in 
FDIC  insurance  as  a  source  of  stability  for  financial  institutions  could  well  be  un- 
dermined, and  the  Government's  commitment  to  the  safety  net  for  the  financial  sys- 
tem could  be  called  into  question.  The  deposit  insurance  system  and  the  other  com- 
ponents of  the  financial  industry  safety  net  rest  ultimately  on  confidence — on  the 
belief  that  the  full  faith  and  credit  of  the  U.S.  Government  support  the  safety  net. 
Public  confidence  was  a  major  reason  that  the  troubles  of  the  1980's  and  early 
1990's  did  not  lead  to  widespread  panic  and  economic  disarray.  That  confidence 
could  be  damaged  if  Government  is  perceived  as  no  longer  willing  to  support  one 
or  more  components  of  the  safety  net. 

Indeed,  that  confidence  could  be  damaged  if  Government  is  perceived  as  once 
again  pushing  a  financial  problem  into  the  future  in  hopes  that  it  will  go  away.  The 
Government's  early,  limited  efforts  in  addressing  the  savings  and  loan  crisis — such 
efforts  as  the  inadequate  $10  billion  authorized  in  1987  to  recapitalize  the  FSLIC 
through  the  issuance  of  FICO  bonds — ended  up  costing  much  more  than  a  timely 


bills  leave  unresolved  issues  regarding  the  viability  and  the  future  of  the  thrift  industry  and 
the  SAIF." 
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solution  would  have  cost.  Confidence  in  the  Government's  backing  of  deposit  insur- 
ance and  the  safety  net  is  reduced  if  difficult  issues  are  not  fully  addressed,  and 
solutions  are  incomplete. 

Experience  with  underfunded  State  deposit  insurance  funds  in  Maryland,  Ohio, 
and  Rhode  Island,  and  with  the  underfunded  FSLIC,  shows  that  permitting  an  in- 
surance fund  to  continue  in  an  undercapitalized  position  is  an  invitation  to  much 
greater  difficulties.  At  times  in  the  past,  regulators  and  legislators  have  failed,  for 
various  reasons,  to  take  prompt  action  when  large  or  visible  institutions  insured  by 
a  grossly  weakened  fund  began  to  falter.  Fear  of  runs  on  deposits  inhibited  action. 
Failed  institutions  were  handled  in  a  manner  that  minimized  or  deferred  cash  out- 
lays but  ultimately  increased  costs.  In  short,  the  failure  to  take  adequate  corrective 
action  allowed  the  problems  to  become  worse. 

Related  to  the  possible  insolvency  of  the  SAIF  is  the  question  of  what  would  hap- 
pen if  the  FICO  bonds  go  into  default.  This  is  a  subject  of  more  direct  concern  to 
the  Department  of  the  Treasury,  but  the  effects  could  be  widespread.  Among  those 
effects  could  be  downward  pressure  on  the  prices — and  upward  pressure  on  the  in- 
terest rates — of  securities  issued  by  Government-Sponsored  Enterprises  such  as 
Fannie  Mae,  Freddie  Mac,  Farmer  Mac,  and  Sallie  Mae,  which  like  the  FICO  are 
not  backed  by  the  full  faith  and  credit  of  the  United  States.  A  fall  in  the  prices  of 
these  types  of  securities  would  harm  the  balance  sheets  of  investors  holding  them. 
Banks,  of  course,  have  large  quantities  of  these  securities  in  their  portfolios. 

A  final  but  important  point  concerning  the  danger  of  contagion  inherent  in  the 
SAIF  problem  is  that  only  a  small  segment  of  the  population  distinguishes  the 
SAIF,  the  BIF,  and  the  FDIC.  To  most,  only  one  acronym,  "FDIC,"  matters.  Indeed, 
Congress  mandated  in  1989  that  the  SAIF  become  "FDIC  insured"  precisely  to  en- 
sure confidence  in  its  future.  Insolvency  of  the  SAEF  could  be  viewed  by  the  public 
as  a  problem  with  FDIC  insurance  and  with  the  Federal  safety  net.  In  a  public 
hearing  the  FDIC  held  in  March,  several  bankers  stated  that  "FDIC  insured"  is  like 
a  prized  brand  name  to  customers,  and  that  the  integrity  of  the  name  must  be  pre- 
served. 

Sources  of  Funds 

As  with  many  public  policy  problems,  the  solution  to  the  problems  of  the  SAIF 
begins  with  money.  Approximately  $6.6  billion  are  needed  to  capitalize  the  SAB? — 
to  raise  its  balance  to  the  point  where  the  designated  reserve  ratio  is  $1.25  for  every 
$100  in  insured  deposits.  Capitalizing  the  SAIF,  however,  would  resolve  only  part 
of  its  difficulties.  The  forthcoming  BIF-SAIF  premium  disparity,  the  incentive  this 
will  give  to  institutions  to  abandon  the  SAIF,  and  the  resultant  specter  of  default 
on  the  FICO  interest  payments  also  must  be  addressed. 

This  section  of  the  testimony  examines  the  sources  of  money  to  resolve  the  SAIF's 
difficulties  from  a  broad  perspective.  The  discussion  shows  that  no  single  source  of 
money  is  adequate  to  alleviate  all  of  the  problems.  A  combination  approach  is  re- 
quired. Such  an  approach  is  described  in  the  succeeding  section. 

Before  the  sources  of  money  are  examined,  several  considerations  are  worthy  of 
note.  One  involves  the  appropriate  use  of  insurance  funds.  The  use  of  deposit  insur- 
ance funds  for  purposes  other  than  the  protection  of  deposits  can  create  future  prob- 
lems, as  the  diversion  of  SAIF  funds  from  1989  to  the  present  should  attest.  That 
diversion  led  to  the  current  undercapitalization  of  the  SAB?  and  the  present  di- 
lemma. 

Another  consideration  is  fairness.  All  parties  touched  by  the  SAD7's  difficulties 
can  make  compelling  cases  about  fairness.  BIF  members  contend  that  the  banking 
industry  was  not  responsible  for  the  savings  and  loan  crisis,  and  consequently 
should  not  have  to  contribute  financially  to  the  resolution  of  a  problem  arising  from 
the  crisis.  SAIF  members  argue  that  they  should  not  be  held  responsible  for  costs 
incurred  years  ago  by  thrift  institutions  that  failed.  Many  Members  of  Congress  and 
other  protectors  of  the  public  purse  argue  that  public  funds  should  not  be  tapped 
again  for  the  savings  and  loan  clean-up,  particularly  given  the  strong  need  to  bal- 
ance the  Federal  budget.  Banks  and  thrift  institutions  point  to  others  in  the  finan- 
cial system  who  will  benefit  from  a  resolution  of  the  SAEF's  problems.  Credit  unions 
would  benefit  from  assuring  a  sound  safety  net,  and  Government-sponsored  agencies 
would  benefit  from  preventing  a  FICO  default. 

While  each  of  these  positions  has  merit,  the  fact  remains  that  solving  the  SADF's 
difficulties  requires  a  financial  sacrifice.  In  the  final  analysis  everyone  in  the  finan- 
cial system  has  an  interest  in  ensuring  the  system's  stability. 

In  discussions  with  Members  of  Congress,  certain  sources  of  possible  funding  to 
resolve  the  SAEF's  problems  have  been  identified  more  frequently  than  others,  al- 
though the  choice  of  funding  alternatives  would  of  course  ultimately  be  at  the  dis- 
cretion of  Congress.  These  sources  of  funds  for  resolving  the  SAIF's  difficulties  are: 


60 

(1)  a  special  assessment  on  members  of  the  SAEF;  (2)  investment  income  from  the 
insurance  funds;  (3)  FDIC  insurance  assessments  themselves;  and  (4)  funds  appro- 
priated for  the  RTC  that  may  remain  unspent  at  the  end  of  the  year  when  the  RTC 
sunsets. 

A  one-time  up-front  special  cash  assessment  on  members  of  the  SAEF  could  raise 
the  $6.6  billion  needed  as  of  the  end  of  the  first  quarter  1995  to  capitalize  the  SAIF. 
A  full  one-time  capitalization  would  require  an  assessment  of  approximately  85  to 
90  cents  per  $100  of  assessable  deposits  in  SAIF-insured  institutions.  A  possible 
downside  of  such  a  large  one-time  assessment  could  be  an  increased  potential  for 
thrift  failures.  Based  on  year-end  1994  financial  reports,  a  90-basis-point  assess- 
ment would  move  a  very  small  number  of  SAIF  members  with  total  assets  of  $500 
million  into  the  critically  undercapitalized  capital  category.  Another  103  SAIF  mem- 
bers would  be  downgraded  one  notch  from  current  capital  categories.  An  approach 
that  excludes  the  weaker  SAIF  members  from  a  one-time  up-front  cash  assessment 
could  help  alleviate  that  difficulty.  A  special  assessment  to  capitalize  the  SAIF 
would  by  itself,  however,  leave  the  problem  of  the  FICO  interest  payment  and  the 
resultant  long-term  BEF-SAIF  premium  disparity  unresolved. 

Investment  income  of  one  or  both  of  the  insurance  funds  is  a  second  possible 
source  of  funding.  Various  proposals  have  been  advanced  to  use  investment  income 
of  the  BIF  and  the  SAIF  for  the  FICO  interest  payment.  The  SAIF,  of  course,  would 
have  to  be  near  the  level  of  full  capitalization  before  it  would  be  able  to  generate 
a  significant  amount  of  investment  income. 

The  use  of  investment  income  from  the  funds  to  meet  the  interest  obligation  on 
the  FICO  bonds  has  the  advantage  of  limiting  the  precedent  for  applying  insurance 
money  to  purposes  other  than  meeting  insurance  losses  or  adding  to  fund  balances. 
Nevertheless,  because  the  investment  income  of  a  deposit  insurance  fund  adds  to 
the  fund's  balance  and  offsets  the  need  for  future  insurance  assessments,  the  dif- 
ference between  investment  income  and  assessment  income  as  a  source  of  funding 
is  more  one  of  timing  than  result.  Over  time,  the  financial  impact  on  individual  in- 
stitutions would  be  the  same.  In  any  event,  the  use  of  investment  income  of  the  in- 
surance funds  for  the  FICO  interest  payment  alone  would  leave  the  problem  of  the 
SAFF's  capitalization  unresolved. 

A  third  source  of  funding  is  insurance  assessments  themselves.  If  SAIF  assess- 
ments were  to  be  the  main  source  of  funding  for  the  FICO  obligation,  a  long-term 
premium  disparity  between  the  BIF  and  the  SAIF  would  continue  until  the  year 
2019.  If  there  were  a  fifty-fifty  sharing  between  the  funds,  the  disparity  would  be 
reduced  to  approximately  4  basis  points  in  the  near  term.  The  disparity  would  in- 
crease if  the  shrinkage  of  the  SAIF  continued.  Whether  a  4-basis-point  or  more  dif- 
ferential over  24  years  is  sufficiently  small  to  forestall  deposit  migration  from  SAIF- 
insured  institutions  to  BIF-insured  institutions  is  a  matter  of  uncertainty. 

Like  the  use  of  investment  income  of  the  insurance  funds  to  meet  the  FICO  obli- 
gation, the  use  of  assessment  income  goes  against,  to  an  extent,  the  principle  of  lim- 
iting insurance  funds  to  insurance  purposes.  In  a  broader  sense,  however,  the  FICO 
obligation,  arising  as  it  did  from  efforts  to  recapitalize  the  FSLIC,  is  an  "insurance 
purpose."  Moreover,  the  precedent  of  using  assessment  income  for  the  FICO  pay- 
ment has,  unfortunately,  already  been  established.  Therefore,  broadening  the 
sources  of  assessment  income  for  the  FICO  interest  payment  when  the  end  result 
is  to  ensure  the  safety  of  an  FDIC-insured  fund  and  the  stability  that  FDIC  deposit 
protection  provides  to  the  financial  system  would  be  more  a  matter  of  spreading  the 
burden  to  all  FDIC-insured  institutions  than  of  opening  new  doors.  Using  the  as- 
sessment income  of  the  insurance  funds  for  the  FICO  payment  by  itself  without 
complementary  action,  however,  would  not  address  the  problem  of  the  SAIF's  cap- 
italization. 

Another  source  to  be  considered  is  the  estimated  $10  billion  in  appropriated  RTC 
funds  that  may  remain  unspent  when  the  RTC  completes  its  work  at  the  end  of  this 
year.  These  funds  could  be  used  to  address  the  undercapitalization  of  the  SAIF,  or 
to  decease  the  FICO  bonds  by  providing  a  source  of  funding  for  interest  payments 
until  2019,  or  some  combination  of  the  two.  Depending  on  how  much  of  these  funds 
were  so  applied,  there  might  also  have  to  be  other  funding  to  cover  the  remaining 
FICO  burden  in  order  to  prevent  deposit  migration. 

The  major  problem  with  use  of  the  unspent  RTC  funds,  or  use  of  any  taxpayer 
funds,  to  deal  with  the  SAIF  problem  is  the  impact  of  public  funding  on  the  Federal 
deficit.  Use  of  unspent  funds  authorized  for  the  RTC  would  not  be  "revenue  neu- 
tral." Reducing  the  Federal  budget  deficit  is  a  maior  priority  of  both  the  legislative 
and  executive  branches  of  the  Government.  The  balancing  of  fiscal  considerations 
against  the  need  to  address  the  SAIF's  problems  overhangs  all  possible  solutions  to 
these  problems. 
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Recommendations 

After  extensive  analysis  of  the  relevant  issues,  the  FDIC  strongly  supports  the 
proposal  developed  on  an  interagency  basis  for  resolving  the  problems  of  the  SAIF. 
The  proposal  has  three  components  to  address  the  immediate,  pressing  financial 
problems  of  the  SAIF:  (1)  the  SAIF  would  be  capitalized  through  a  special  up-front 
cash  assessment  on  SAIF  deposits;  (2)  the  responsibility  for  the  FICO  payments 
would  be  spread  proportionally  over  all  FDIC-insured  institutions;  and  (3)  the  BIF 
and  the  SAIF  would  be  merged  as  soon  as  practicable,  after  a  number  of  additional 
issues  related  to  the  merger  are  resolved.  In  addition  to  the  three  components  of 
the  proposal,  the  FDIC  and  the  OTS  also  recommend  making  unspent  KTC  funds 
available  as  a  kind  of  reinsurance  policy  against  extraordinary,  unanticipated  SAIF 
losses  to  limit  the  potential  future  costs  to  taxpayers  from  the  existing  full  faith  and 
credit  guarantee  of  the  U.S.  Government  that  the  SAIF  enjoys.  An  outline  of  the 
proposal  is  attached  as  Attachment  B. 

SAIF  Capitalization 

A  special  assessment  on  SAIF  deposits  would  be  used  to  capitalize  the  SAIF  im- 
mediately. Institutions  with  SAIF-assessable  deposits  would  be  required  to  pay  a 
special  assessment  in  an  amount  sufficient  to  increase  the  SAIF's  reserve  ratio  to 
1.25  percent.  The  special  assessment  would  amount  to  approximately  85  to  90  basis 
points,  or  85  to  90  cents  for  every  $100  of  assessable  deposits.  A  special  assessment 
of  this  magnitude  would  produce  approximately  $6.6  billion,  increasing  the  SAIF's 
balance  to  $8.8  billion  ana  the  reserve  ratio  to  1.25  percent.  The  special  assessment 
would  be  based  on  SAIF-assessable  deposits  held  as  of  March  31,  1995,  and  would 
be  due  on  January  1,  1996. 

After  the  SAIP  is  capitalized,  its  risk -related  assessment  schedule  would  be  simi- 
lar to  the  final  schedule  adopted  for  the  BIF.  Thereafter,  as  required  by  current  law, 
assessments  for  the  two  funds  would  be  set  independently  and  would  take  account 
of  losses  to  each  fund  separately,  except  that  SAIF  premiums  would  not  be  allowed 
to  be  lower  than  BEF  premiums  until  the  funds  are  merged.  For  purposes  of  setting 
risk-related  assessments  for  calendar  year  1996,  the  FDIC  would  calculate  a  SAD7- 
insured  institution's  capital  before  payment  of  the  special  assessment  while  at  the 
same  time  taking  into  account  fluctuations  to  capital  from  other  causes. 

Under  the  proposal,  the  FDIC's  Board  of  Directors  could  protect  the  SAD?  from 
losses  that  could  result  from  imposition  of  the  special  assessment  by  exempting  a 
weak  institution  from  the  up-front  special  assessment  if  the  Board  determined  that 
the  exemption  would  reduce  risk  to  the  SAIF.  Any  institution  exempted  from  the 
special  assessment  would  be  required  to  continue  to  pay  regular  assessments  under 
the  current  SAIF  risk-related  assessment  schedule  for  the  next  4  calendar  years 
(1996  to  1999).  As  weaker  institutions  pay  premiums  of  29  to  31  basis  points  under 
the  current  risk-related  premium  schedules,  this  would  constitute  a  total  payment 
of  up  to  124  basis  points  per  $100  of  assessable  deposits  for  the  exempted  institu- 
tions. That  total  payment  would  recognize  the  cost  to  the  SAIF  of  the  financial  bene- 
fit given  to  the  recipients  of  the  deferral  from  the  special  assessment. 

FICO  Payments 

The  assessment  base  for  interest  payments  on  the  FICO  bonds  would  be  expanded 
to  cover  all  FDIC-insured  institutions,  both  members  of  the  SAD?  and  members  of 
the  BIF.  The  expansion  would  not  only  add  all  members  of  the  BIF  to  the  assess- 
ment base  for  the  FICO  payments  but  would  also  end  the  current  exclusion  of 
Oakar  and  Sasser  institutions  from  that  base.  The  effective  date  for  the  expansion 
would  be  January  1,  1996.  The  result  of  the  expansion  would  be  to  spread  the  FICO 
obligation  pro  rata  over  all  FDIC-insured  institutions.  At  current  insured  deposit 
levels,  the  costs  of  this  sharing  would  be  2.5  basis  points,  or  2.5  cents  for  every  $100 
in  assessable  deposits.  A  sharing  of  the  FICO  burden  on  a  pro  rata  basis  among 
all  FDIC-insured  institutions  would  focus  the  solution  on  those  institutions  that 
benefit  directly  from  Federal  deposit  insurance. 

An  alternative  would  be  to  look  to  other  participants  in  the  financial  system  to 
share  the  FICO  burden.  While  the  proposal  is  based  in  large  part  on  numerous  dis- 
cussions with  Members  of  the  Congress  on  viable  approaches  to  solving  the  SAIF's 
problems,  the  FDIC  recognizes  that  it  is  ultimately  Congress'  judgment  about 
whether  to  enlist  in  a  solution  other  participants  in  the  financial  system  who  will 
benefit  from  stabilization  of  the  SAW  and  assurance  that  the  FICO  obligation  will 
be  repaid. 

As  a  corollary,  the  FDIC  would  be  authorized  to  rebate  assessment  income  to  BD? 
members  if  circumstances  permit.  That  is,  if  the  BIF  had  reserves  exceeding  its  des- 
ignated reserve  ratio  target,  BD7  assessment  income  could  be  rebated  to  BIF  mem- 
bers. 
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From  1950  to  1989,  the  FDIC  had  the  statutory  authority  to  make  rebates  from 
assessment  income,  and  did  so  for  every  year  until  1985.  The  rebate  authority  from 
1950  to  1989  only  covered  assessment  income.  The  authority  did  not  extend  to  the 
investment  income  of  the  insurance  fund.  Because  of  losses  to  the  insurance  fund, 
no  rebates  were  made  from  1985  to  1989.  The  rebate  authority  was  substantially 
altered  in  1989  in  FIRREA,  altered  again  in  1990  in  the  Assessment  Rate  Act,  and 
eliminated  entirely  in  1991  in  the  Federal  Deposit  Insurance  Corporation  Improve- 
ment Act.  The  elimination  occurred  because  Congress  evidently  considered  rebate 
authority  obsolete  in  view  of  the  FDIC's  power  to  set  risk -related  premiums  to  main- 
tain the  designated  reserve  ratio.  A  reduction  in  assessment  rates  was  considered 
sufficient  to  accomplish  the  same  result  as  rebates. 

Experience  is  showing,  however,  that  the  power  to  reduce  assessment  rates  is  not 
equivalent  in  all  respects  to  the  power  to  make  rebates.  The  FDIC  Board  of  Direc- 
tors generally  considers  three  factors  in  setting  deposit  insurance  assessments:  (1) 
the  designated  reserve  ratio;  (2)  expected  operating  expenses,  projections  of  losses 
to  the  insurance  fund  from  the  failures  of  member  institutions,  ana  the  effect  of  as- 
sessments on  members'  earnings  and  capital;  and  (3)  the  obligation  to  maintain  a 
risk-related  deposit  insurance  system.  Taking  these  factors  into  account  may  lead 
to  a  significant  buildup  in  an  insurance  fund.  To  avoid  such  a  buildup,  the  FDIC 
Board  should  have  reasonable  discretion  to  rebate  collected  assessments,  when  cir- 
cumstances permit. 

To  promote  assessment  rate  stability  and  to  ensure  the  soundness  of  an  insurance 
fund,  the  FDIC's  authority  to  set  assessment  rates  should  be  clarified  to  allow  ex- 
plicitly the  balance  in  the  BIF  to  vary  within  a  reasonable  range  from  the  target 
designated  reserve  ratio.  The  FDIC  could  be  required  under  the  current  provisions 
of  the  law  to  make  frequent  relatively  large  adjustments  in  assessment  rate  sched- 
ules, including  at  times  when  insured  institutions  may  be  least  able  to  sustain  high- 
er rates.  In  an  environment  of  frequent  adjustments  in  assessment  rate  schedules, 
depository  institutions  would  have  difficulty  making  reliable  projections  about  their 
costs,  and  the  FDIC  during  serious  economic  downturns  could  be  constrained  from 
charging  higher  premiums. 

Also  to  promote  assessment  rate  stability,  the  minimum  average  premium  re- 
quired under  Section  7(bX2XE)  of  the  Federal  Deposit  Insurance  Act  when  a  deposit 
insurance  fund  is  undercapitalized  or  when  the  FDIC  has  borrowings  outstanding 
for  the  fund  from  the  Treasury  or  the  Federal  Financing  Bank  should  be  reduced 
from  23  basis  points  to  8  basis  points.  The  smaller  minimum  would  give  the  FDIC 
greater  flexibility  to  smooth  out  or  phase  in  assessment  rate  changes,  thereby  mak- 
ing costs  for  the  industry  less  erratic. 

Merger  of  the  Funds 

The  two  elements  of  the  proposal  discussed  thus  far  would  provide  immediate  fi- 
nancial stability  for  the  SAIF.  The  third  element  of  the  proposal,  a  merger  of  the 
BIF  and  the  SAIF,  is  a  necessary  component  of  a  solution  to  long-term  structural 
problems  facing  the  thrift  industry,  and  consequently  the  industry's  deposit  insur- 
ance fund. 

A  sound  deposit  insurance  system  requires  viable  and  sound  banking  and  thrift 
industries.  The  thrift  industry  would  seem  to  fall  short  of  that  characterization  in 
the  longer  term.  Encouraged  or  required  by  law,  the  industry  concentrates  on  one 
sector  of  the  economy,  the  housing  sector,  that  is  particularly  volatile.  The  con- 
centration hinders  the  ability  of  institutions  to  diversify  risks  and  income  sources. 
Moreover,  as  noted  earlier  in  this  testimony,  the  industry  is  concentrated  geographi- 
cally: the  eight  largest  SADMnsured  institutions  operate  predominantly  in  Califor- 
nia and  hold  18.5  percent  of  all  SAIF-insured  deposits. 

The  FDIC  strongly  agrees  that  a  merger  of  the  BIF  and  the  SAIF  as  soon  as  prac- 
ticable is  an  important  component  of  a  long-term  solution  to  the  structural  problems 
of  the  SAIF1,  and  the  thrift  industry.  With  respect  to  the  immediate  financial  prob- 
lems facing  the  SAIF,  the  FDIC  believes  that  while  a  merger  should  be  part  of  a 
solution,  it  should  not  be  viewed  as  a  substitute  approach  to  capitalizing  the  SAIF. 
To  avoid  unfairness  to  BIF-insured  institutions  and  to  avoid  dropoing  the  BIF  below 
the  full  recapitalization  level,  the  task  of  recapitalizing  the  SAIF  should  be  a  re- 
sponsibility of  the  current  members  of  the  SAD7. 

A  broader  concern  of  the  FDIC  about  a  merger  of  the  insurance  funds  is  that  the 
additional  issues  raised  could  take  substantial  time  and  effort  to  resolve  The  charter 
question  is  the  first  issue  encountered,  although  it  could  be  addressed  with  thrifts 
accepting  a  bank  charter,  which  could  include  a  provision  allowing  the  mutual  form 
of  organization.  Other  issues  are  also  relevant  and  all,  we  believe,  can  be  resolved. 
The  FDIC  favors  an  approach  that  addresses  these  questions  sooner  rather  than 
later — indeed  as  soon  as  practicable.  The  Treasury  Department  is  working  on  a  com- 
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prehensive  approach  to  deal  with  the  additional  issues,  and  the  FDIC  expects  to  be 
a  part  of  the  effort.  While  these  issues  are  being  addressed,  the  SAIF  would  be  fully 
capitalized  and  its  immediate  financial  problems  resolved. 

The  other  elements  of  the  proposal — the  special  assessment  to  capitalize  SAIF, 
the  spreading  of  the  FICO  burden,  no  rebate  authority  for  SAIF,  and  the  provision 
that  SAIF  premiums  could  not  go  below  BEF  premiums — could,  under  favorable  eco- 
nomic conditions,  result  in  a  SAIF  balance  in  excess  of  the  designated  reserve  ratio. 
If  this  were  to  occur,  any  such  excess  funds  in  the  SAIF  at  the  time  of  the  merger 
should  not  be  rebated  but  remain  in  the  merged  fund  as  further  protection  from  fu- 
ture losses. 

In  summary,  sound  policy  reasons  mandate  a  merger  of  the  BIF  and  the  SAIF. 
The  marketplace  has  made  many  of  the  charter  restrictions  that  govern  the  finan- 
cial industry  obsolete,  even  economically  harmful.  The  longer-term  structural  prob- 
lems of  the  thrift  industry  lead  the  FDIC  to  support  strongly  a  merger  of  the  BEF 
and  the  SAEF  as  soon  as  practicable. 

Unspent  RTC  Funds 

In  addition  to  the  three  elements  of  the  joint  proposal,  the  FDIC  and  the  OTS 
believe  a  fourth  component  is  necessary.  We  recommend  that  the  unspent  RTC 
funds  be  made  available  as  a  backstop,  or  reinsurance  policy,  for  extraordinary,  un- 
anticipated SAEF  losses  until  the  BIF  and  the  SAEF  are  merged.  Asking  for  taxpayer 
money,  even  in  a  backup  role,  is  not  done  lightly,  but  the  need  to  ensure  a  com- 
prehensive resolution  of  the  SAIF's  difficulties  is  imperative.  In  1989  in  FIRREA, 
Congress  authorized  appropriations  of  up  to  $32  billion  in  taxpayer  funds  to  capital- 
ize the  SAIF.  Also,  those  authorizations  were  eliminated  in  the  RTC  Completion 
Act.  Currently,  the  FDIC  has  access  to  taxpayer  funds  to  replenish  losses  in  the 
SAEF,  provided  the  FDIC  finds  that  foreseeable  losses  will  fully  deplete  the  fund. 

Most  of  the  savings  and  loan  clean-up  has  been  accomplished.  The 
undercapitalized  SAIF,  however,  is  unfinished  business  from  the  savings  and  loan 
crisis  in  need  of  immediate  attention.  Providing  unspent  RTC  funds  in  a  backup  role 
would  be  in  keeping  with  Congress'  original  intention  of  providing  funds  to  ensure 
a  sound  SAIF.  It  would  be  only  a  small  step  beyond  current  law,  which  provides 
access  to  unspent  RTC  funds  and  other  taxpayer  funds  to  pay  for  losses  to  the  Gov- 
ernment from  failed  thrifts. 

Moreover,  the  SAEF  enjoys  the  full  faith  and  credit  guarantee  of  the  U.S.  Govern- 
ment. If  the  SAIF  became  insolvent,  taxpayer  money  would  be  required  to  com- 
f>ensate  insured  depositors.  Authorizing  access  to  unspent  RTC  money  to  cover 
osses  before  an  insolvency  of  the  SAIF  occurs  is  sound  public  policy  and  could  ulti- 
mately save  taxpayer  money. 

The  recommendation  of  the  FDIC  and  the  OTS  for  the  unspent  RTC  funds  covers 
extraordinary  losses  above  those  currently  projected.  Under  our  recommendation,  if 
SAEF  losses  were  to  exceed  $500  million  in  any  calendar  year  during  the  period  be- 
ginning on  July  1,  1995 — when  the  SAIF  took  over  the  RTC's  responsibility  for  re- 
solving failed  institutions — and  ending  with  the  merger  of  the  BEF  and  the  SAEF, 
unspent  RTC  funds  would  be  used  to  cover  the  excess.  Thus,  the  SAEF  would  cover 
the  first  $500  million  in  losses  during  any  year,  and  unspent  RTC  funds  would  cover 
only  any  additional  losses. 

Neither  the  Congressional  Budget  Office  (CBO)  nor  the  FDIC  currently  projects 
that  SAEF  losses  will  reach  $500  million  in  any  year.  The  CBO  projects  losses  of 
$450  million  per  year.  The  FDIC  projects  losses  of  $270  million  per  year.  It  is,  of 
course,  difficult  to  predict  losses  more  than  6  months  to  a  year  ahead.  Unspent  RTC 
funds  would  serve  as  a  reinsurance  policy  against  losses  more  severe  than  those 
now  anticipated.  The  backup  funds  would  assure  SAIF  members  that  for  the  near 
term  they  would  not  be  asked  to  pay  yet  another  special  assessment  to  capitalize 
the  fund.  This  assurance  would  further  minimize  the  economic  incentive  for  thrift 
institutions  to  shift  deposits  from  the  SAEF  to  the  BIF. 

Conclusion 

Congressional  action  to  resolve  the  difficulties  facing  the  SAIF  is  very  much  need- 
ed. With  a  balance  amounting  to  only  0.31  percent  of  insured  deposits,  the  SAIF 
is  grossly  undercapitalized.  This  undercapitalized  condition  is  directly  attributable 
to  the  fact  that  since  the  SAIF's  establishment  in  1989,  approximately  77  percent 
of  assessment  revenues  from  SAIF  members  has  been  statutorily  diverted  to  pay  for 
past  losses  related  to  the  savings  and  loan  crisis.  Of  the  diversions,  only  the  FICO 
interest  obligation  remains,  but  it  has  been  the  principal  diversion — and  will 
consume  45  percent  of  the  SAEF's  assessment  revenue  this  year.  It  will  continue  to 
be  a  drain  on  the  SAIF  until  the  year  2019.  The  SAIF's  undercapitalized  condition 
became  more  pressing  on  July  1,  1995,  when  the  fund  assumed  the  responsibility 
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for  paying  the  costs  of  thrift  failures.  One  large  or  several  sizable  thrift  failures 
could  quickly  deplete  the  SAIF's  balance. 

Additional  matters  add  to  the  SAEF's  difficulties.  Contrary  to  expectations  when 
the  SAIF  was  created  in  1989,  the  SAIF  assessment  base  has  decreased  signifi- 
cantly. The  portion  of  the  base  available  to  provide  assessment  income  for  the  FICO 
obligation  has  also  been  shrinking.  The  forthcoming  BIF-SAIF  premium  disparity 
will  likely  cause  further  shrinkage  in  the  SAIF  assessment  base,  primarily  through 
the  migration  of  deposits  from  SAIF-insured  accounts  to  BIF-insured  accounts.  The 
possibility  of  thrift  failures  and  losses  to  the  SAIF  is  enhanced  by  the  asset  and  geo- 
graphic concentration  of  SAIF-member  institutions.  These  concentrations  also  con- 
stitute longer  term  structural  problems  facing  the  industry.  Finally,  revenue  and 
net  worth  supplements  totalling  $32  billion  that  Congress  had  authorized  for  the 
SAIF  were  never  appropriated,  and  funds  authorized  under  current  law  to  replenish 
SAIF  losses  can  be  made  available  essentially  only  if  the  FDIC  concludes  that  the 
insolvency  of  the  SAIF  is  likely. 

The  FDIC  believes  that  the  interagency  proposal  and  the  recommendations  dis- 
cussed in  this  testimony  would  resolve  the  difficulties  facing  the  SAIF.  The  ap- 
proach suggested  would  prevent  those  difficulties  from  escalating  to  the  point  where 
the  deposit  insurance  system  and  the  Federal  Government  safety  net  for  the  finan- 
cial industry  are  threatened.  The  recommendations  would  result  in  full  capitaliza- 
tion for  the  SAIF.  They  would  provide  for  that  capitalization  quickly.  They  would 
ensure  that  the  FICO  interest  obligation  is  met.  They  would  avoid  a  crushing  bur- 
den to  one  small  sector  of  the  economy.  They  would  obviate  the  necessity  under  cur- 
rent law  of  an  ongoing  significant  disparity  in  insurance  premiums  between  BIF- 
member  and  SAIF-member  institutions,  and  avoid  the  strong  economic  incentive  for 
SAIF  members  to  shift  deposits  from  the  SAIF  to  the  BIF,  further  weakening  the 
SAIF.  They  would  provide  for  a  merger  of  the  BIF  and  the  SAIF  and  an  encompass- 
ing solution  to  significant  long-term  issues  facing  the  thrift  industry. 

The  FDIC  ana  the  OTS  would  also  recommend  that  Congress  provide  access  to 
leftover  RTC  funds  to  cover  only  losses  to  the  SAIF  that  significantly  exceed  those 
we  currently  project.  This  reinsurance  policy  for  extraordinary  losses  would  assure 
the  stability  of  the  SAIF  in  the  near  term  until  the  funds  are  merged. 

In  short,  the  recommendations  would  resolve  the  serious  problems  facing  the 
SAIF  and  depository  institutions.  Continued  confidence  in  the  deposit  insurance  sys- 
tem would  be  assured  confidence  that  is  necessary  for  the  Government  safety  net 
to  accomplish  its  purposes. 
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THE  IMMEDIACY  OF  THE 
SAVINGS  ASSOCIATION  INSURANCE  FUND  PROBLEM 


PROBLEMS  CONFRONTING  THE  SAVINGS  ASSOCIATION  INSURANCE  FUND 

Despite  the  general  good  health  of  the  thrift  industry,  the  Savings  Association  Insurance 
Fund  (SAIF)  is  not  in  good  condition  and  its  prospects  are  not  favorable.  The  SAIF  faces  the 
following  immediate  problems. 

Tlte  SAIF  is  significantly  undercapitalized. 

On  March  31,  1995,  the  SATF  had  a  balance  of  S2.2  billion  or  about  31  cents  in 
reserves  for  every  $100  in  insured  deposits.  An  additional  56. 6  billion  would  have  been 
required  on  that  date  to  fully  capitalize  the  SAIF  to  its  designated  reserve  ratio  (DRR)  of  1 .25 
percent  of  insured  deposits.  At  the  current  pace,  and  under  reasonably  optimistic  assumptions, 
the  SAIF  would  not  reach  the  DRR  until  at  least  the  year  2002.  However,  even  a  fully 
capitalized  SAIF  would  be  subject  to  risks  stemming  from  its  size  and  certain  structural 
weaknesses  in  the  thrift  industry.  Relative  to  the  Bank  Insurance  Fund  (BIF),  the  SAIF  has 
fewer  members  and  faces  greater  risk  with  the  failure  of  any  one  member.  The  exposure  of  the 
fund  to  insured  deposits  is  higher  for  the  SAIF  than  the  BIF;  that  is,  each  dollar  of  SAIF-insured 
deposits  is  backed  by  $1.34  in  member  assets,  whereas  the  comparable  figure  for  the  BIF  is 
$2.20. 

The  SAIF  also  faces  risks  from  geographic  and  product  concentrations  of  the  thrift 
industry.  In  terms  of  S AIF-insured  deposits,  the  eight  largest  institutions  operate  predominantly 
in  California  and  hold  18.5  percent  of  all  SAIF-insured  deposits.1  While  economic  conditions 
and  real-estate  markets  are  beginning  to  improve  in  California,  the  SAIF  would  have  significant 
loss  exposure  in  the  event  of  a  regional  economic  downturn  on  the  West  Coast.  Product 
concentration  stems  from  the  Qualified  Thrift  Lender  (QTL)  test  that  must  be  met  to  realize  the 
benefits  available  under  a  thrift  charter.  The  QTL  test  requires  thrifts  generally  to  maintain  65 
percent  or  more  of  their  assets  primarily  in  loans  or  investments  related  to  domestic  real  estate. 
Consequently,  49  percent  of  the  assets  of  SAIF  members  are  concentrated  in  l-to-4  family 
mortgage  loans,  with  another  13  percent  in  mortgage  pass-through  securities  issued  or 
guaranteed  by  government-sponsored  enterprises.  While  these  loans  and  securities  generally 
involve  relatively  low  credit  risk,  they  can  expose  institutions  to  significant  interest-rate  risk. 


'By  contrast,  the  eight  largest  holders  of  BIF-insured  deposits  are  located  in  five  different 
states  and  hold  10  percent  of  all  BIF-insured  deposits. 
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The  SAIF  assumed  responsibility  for  resolving  Jailed  thrifts  as  of  July  1,  1995. 

On  July  1st,  the  SAIF  assumed  resolution  responsibility  for  failed  thrifts  from  the 
Resolution  Trust  Corporation.  Because  the  SAIF  is  undercapitalized,  the  failure  of  one  large 
thrift  or  several  medium-size  thrifts  could  render  the  SAIF  insolvent  and  put  the  taxpayer  at  risk. 

SAIF  assessments  continue  to  be  diverted  to  meet  FICO  interest  payments. 

Since  its  inception  in  1989,  the  majority  of  SATF-member  assessment  revenue  was 
diverted  to  pay  for  Federal  Savings  and  Loan  Insurance  Corporation  (FSLIC)  losses  incurred 
before  the  enactment  of  the  Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  of 
1989  (FIRREA).  These  diversions  totaled  $7.4  billion  through  March  of  1995:  $4.3  billion  for 
the  Financing  Corporation  (FICO),  $2  billion  for  the  FSLIC  Resolution  Fund  and  $1.1  billion 
for  the  Refinancing  Corporation.  Without  these  diversions,  the  SAIF  would  have  capitalized  in 
1994.  Importantly,  a  significant  portion  of  SAIF  assessment  revenue  continues  to  be  diverted 
to  pay  the  interest  on  bonds  issued  by  the  FICO. 

From  1987  to  1989,  the  FICO  issued  approximately  $8.2  billion  in  30-year  bonds.  The 
FICO  has  an  ongoing  first  claim  on  up  to  $793  million  of  SAIF  assessment  revenues  to  meet 
interest  payments  on  these  bonds  through  2019.  In  1995,  the  FICO  claim  is  expected  to  amount 
to  approximately  45  percent  of  current  SAIF  assessment  revenues  (1 1  basis  points  of  the  current 
23.7  basis  point  average  SAIF  assessment  rate).  The  FICO  draw  on  SAIF  assessment  revenue 
will  remain  as  an  impediment  to  the  SAIF  for  24  years  to  come. 

SAIF  assessments  that  can  be  used  for  FICO  payments  are  limited  by  law  to  assessments 
on  insured  institutions  that  are  both  savings  associations  and  SAIF  members;  these  institutions 
currently  account  for  just  two-thirds  of  the  SAIF  assessment  base.  At  current  assessment  rates, 
an  assessment  base  of  $328  billion  is  required  to  generate  revenue  sufficient  to  service  the  FICO 
interest  payments.  On  March  31,  1995,  the  FICO-available  base  stood  at  $478  billion.  The 
difference  of  $150  billion  can  be  thought  of  as  a  cushion  which  protects  against  a  default  on  the 
FICO  bonds.  Shrinkage  in  the  FICO-available  assessment  base  will  cause  this  cushion  to 
dissipate,  and  it  is  now  less  than  half  of  what  it  was  at  year-end  1992. 

The  remaining  third  of  the  SAIF  assessment  base  consists  of  deposits  held  by  so-called 
Oakar  and  Sasser  institutions.2   A  change  in  the  law  concerning  the  availability  of  Oakar  and 


2Oakar  institutions,  which  are  created  from  the  purchase  of  SAIF-insured  deposits  by  a  BIF 
member,  pay  assessments  to  both  the  BIF  and  the  SAIF  based  on  the  proportion  of  BIF-  and 
SAIF-insured  deposits  held  by  the  institution  at  the  time  of  purchase.  They  are  BIF  members. 
Sasser  institutions  are  SADF  members  that  have  switched  charter  type  and  primary  federal 
supervisor  without  changing  insurance  fund  membership;  that  is,  they  are  either  commercial 
banks  (state-  or  federally  chartered)  or  FDIC-supervised  state  savings  banks.  They  are  not 
savings  associations,  (continued) 
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Sasser  assessments  for  FICO  interest  payments  would  postpone  a  FICO  problem,  but  in  all 
likelihood  would  not  prevent  a  FICO  default.  If  there  were  minimal  shrinkage  in  the  SAIF 
assessment  base  and  current  assessment  rates  were  not  lowered,  the  SAIF  assessment  base  might 
be  sufficient  to  meet  the  FICO  draw  through  maturity.  However,  an  ongoing  rate  differential 
between  the  BIF  and  the  SAIF  would  make  the  prospect  of  minimal  shrinkage  of  the  SAIF 
assessment  base  unlikely.  Such  a  rate  differential  is  required  under  current  law  once  the  FDIC 
confirms  the  BIF  has  recapitalized  at  the  DRR  of  1.25  percent  of  insured  deposits.  More  rapid 
shrinkage  of  the  SAIF  assessment  base,  as  would  occur  in  the  scenarios  below,  increases  the 
likelihood  of  a  near-term  FICO  shortfall. 


IMMEDIACY  OF  THE  SAD?  PROBLEM 

Incentives  to  reduce  reliance  on  SAIF-insured  deposits. 

The  factors  described  above  have  created  a  situation  that  provides  powerful  economic 
incentives  for  those  institutions  that  have  SAIF-insured  deposits  to  devise  means  to  minimize 
their  exposure  to  the  higher  assessment  rates  of  the  SATF.  SAIF  assessments  can  be  avoided  in 
a  variety  of  ways,  including  shifting  funding  to  nonassessable  liabilities,  changing  business 
strategies  to  reduce  the  volume  of  portfolio  investments,  and  structuring  affiliate  relationships 
to  accommodate  migration  of  deposits  from  the  SAIF  to  the  BIF. 

As  to  the  incentives  that  would  precipitate  such  a  change  in  behavior,  there  are  at  least 
three  considerations.  First,  SAIF  assessment  rates  likely  will  be  about  20  basis  points  above  BIF 
rates  for  the  next  seven  years,  until,  it  is  projected,  the  SAIF  may  be  capitalized,  and  at  least 
1 1  basis  points  higher  thereafter,  until  the  FICO  bonds  mature  in  2017  to  2019.  To  place  these 
numbers  in  perspective,  consider  the  impact  that  such  a  rate  differential  would  have  had  on  1994 
thrift  financial  returns.  SATF  members  had  a  return  on  assets  (ROA)  of  0.56  percent  in  1994 
and  a  return  on  equity  (ROE)  of  7. 17  percent.  A  20-basis  point  differential  could  have  reduced 
net  income  by  as  much  as  17  percent,  dropping  the  ROA  to  0.46  percent  and  the  ROE  to  5.93 
percent  for  the  year.3  A  long-term  differential  of  this  magnitude  likely  would  make  many  thrifts 
less  competitive  in  the  pricing  of  loans  and  deposits,  erode  earnings  and  capital  and  hamper 
access  to  new  capital. 


(footnote  2  continued)  A  1992  FDIC  legal  opinion  determined  that  FICO  assessments 
can  be  made  only  on  savings  associations  that  are  SAEF  members.  This  opinion  was  described 
as  "reasonable"  by  the  Comptroller  General  in  a  letter  to  the  FDIC  Board  of  Directors,  dated 
May  11,  1992  and  recently  reconfirmed  by  the  FDIC.  See  Federal  Register  60  (February  6, 
1995):   7055-58. 

3This  assumes  that  banks  would  pass  their  entire  assessment  savings  to  borrowers  or 
depositors,  forcing  thrifts  to  set  prices  accordingly  in  order  to  compete.  Alternatively,  some 
thrifts  may  be  able  to  lessen  the  impact  of  a  premium  differential  by  reducing  other  expenses  or 
raising  other  revenues. 
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Second,  the  perceived  fragility  of  the  SAIF  may  mean  that  the  remaining  SAIF-insured 
institutions  not  only  will  have  to  bear  an  increasing  share  of  the  FICO  debt-service  burden,  but 
also  fund  a  larger  share  of  failure  costs  if  national  or  regional  economic  conditions  deteriorate. 
Moreover,  to  the  extent  it  is  the  healthiest  SAIF-insured  institutions  that  are  successful  in 
reducing  their  exposure  to  SAIF,  the  increased  deposit  insurance  burden  could  increase  failures 
materially. 

Finally,  the  recent  announcements  by  several  large  thrifts  of  their  intention  to  migrate 
SAIF  deposits  to  BIF-insured  affiliates  call  into  question  the  reasonableness  of  assuming  a  stable 
or  increasing  SAIF  assessment  base  and  raise  the  specter  of  the  fixed  FICO  obligation  being 
serviced  by  a  decreasing  number  of  institutions  and  a  diminishing  assessment  base.4  This 
situation  gives  rise  to  the  same  incentives  that  are  present  in  a  bank  run  -  if  you  are  first  in  the 
teller  line,  you  redeem  your  deposits  in  full;  on  the  other  hand,  if  you  are  last  in  line,  you  may 
get  nothing.  Moreover,  if  the  SAIF  assessment  base  shrinks,  the  SAIF  will  become  a  less 
effective  loss-spreading  mechanism  for  insurance  purposes,  raising  more  significant  structural 
issues. 

In  summary,  there  is  little  question  that  the  strong  economic  incentives  created  by  the 
present  system  and  the  reduction  in  BIF  rates  are  likely  to  reduce  reliance  by  thrift  institutions 
on  SAIF-insured  deposits.  The  real  questions  are  how  fast  this  will  occur  and  how  much  the 
SAIF  assessment  base  will  be  reduced.  While  legislation  could  reduce  or  eliminate  some 
methods  by  which  this  could  be  accomplished,  the  financial  markets  are  likely  to  create 
alternative  means.  In  addition  to  being  ineffective,  such  legislative  hurdles  may  be  costly  and 
disruptive  to  the  marketplace.  Moreover,  the  structural  weaknesses  of  the  thrift  industry  would 
be  exacerbated  by  any  acceleration  in  the  shrinkage  of  the  industry,  leaving  fewer  thrifts  and 
deposits  across  which  to  spread  risk. 

Methods  to  reduce  reliance  on  SAIF-insured  deposits. 

The  following  discussion  examines  several  methods  that  thrifts  can  pursue  to  reduce  their 
reliance  on  SAIF-insured  deposits.  While  the  methods  may  be  illustrative  of  business  decisions 
to  reduce  costs  and  uncertainty,  the  consequences  of  shrinkage  in  the  SAIF  assessment  base  are 


■*The  funding  mechanisms  for  the  SAIF  were  based  in  part  on  assumptions  that  proved  to  be 
overly  optimistic  about  the  level  of  the  SAIF  assessment  base.  At  the  time  of  FIRREA, 
projected  annual  thrift  deposit  growth  rates  of  6  to  7  percent  may  have  seemed  conservative 
relative  to  the  higher  growth  rates  of  the  early  1980s.  However,  for  several  years  following 
FIRREA,  SAIF  deposits  actually  declined  annually  6  to  7  percent.  This  deposit  shrinkage  can 
be  explained  by  several  factors  including  the  runoff  in  deposits  from  RTC  conservatorships  and 
other  weakened  thrifts,  a  decreased  reliance  on  brokered  deposits,  and  depositor  flight  from 
declining  or  low  interest  rates.  Higher  capital  requirements  also  may  have  encouraged 
downsizing. 
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serious,  both  for  purposes  of  meeting  FICO  debt  service  obligations  and  minimizing  fundamental 
risks  to  the  SAIF. 

Increased  reliance  on  nonassessable  funding  sources. 

As  part  of  their  efforts  to  minimize  the  impact  of  a  rate  differential,  thrifts  could  reduce 
premium  costs  by  shrinking  their  SATF-assessable  deposits.  Nonassessable  liabilities,  such  as 
Federal  Home  Loan  Bank  (FHLB)  advances  and  reverse  repurchase  agreements,  could  be 
substituted  for  assessable  deposits.  The  concentration  of  thrift  portfolios  in  loans  and 
investments  related  to  domestic  real  estate,  which  serve  as  eligible  collateral  for  these  products, 
is  an  indicator  of  the  capacity  of  thrifts  to  switch  from  domestic  deposits  to  alternative 
nonassessable  funding  sources.  While  there  is  no  limit  on  the  amount  of  FHLB  advances  a  well- 
capitalized  thrift  can  receive,  some  level  of  deposits  must  be  maintained  in  order  to  realize 
certain  federal  income  tax  benefits.  (This  is  discussed  in  a  later  section  on  the  thrift  tax  bad-debt 
reserve.) 

Changing  business  strategies  to  reduce  the  volume  of  portfolio  investments. 

Funding  needs  also  could  be  reduced  through  securitization.  Thrifts  could  reduce  their 
exposure  to  SAIF  assessments  by  shrinking  their  portfolio  investments  through  the  securitization 
or  sale  of  assets.  Under  certain  economic  conditions,  the  thrift  could  choose  to  become  a 
mortgage  bank,  eliminating  the  exposure  to  SAIF  altogether.  The  costs  of  such  a  strategy  may 
include  recapture  of  the  tax  bad-debt  reserves,  which  is  discussed  below. 

Structuring  affiliate  relationships  to  accommodate  deposit  migration  from  SAIF-  to  BIF- 
insured  institutions. 

It  is  possible  for  thrifts  to  structure  these  affiliate  relationships  in  three  ways:  the 
chartering  of  a  de  novo  BIF  member,  employing  an  existing  BIF  affiliate;  and  acquiring  an 
existing  BIF  member.  First,  affiliate  relationships  could  be  established  through  the  chartering 
of  a  de  novo  BIF  member.  Thrifts  could  apply  for  charters  and  deposit  insurance  to  establish 
a  national  bank,  a  state-chartered  commercial  bank  or,  where  available,  a  state-chartered  savings 
bank.  Second,  the  migration  of  deposits  from  the  SAIF  to  the  BIF  could  occur  readily  if  both 
a  BIF  member  and  a  SAIF  member  already  are  held  within  the  same  holding  company.  Finally, 
thrift  holding  companies  could  purchase  existing  BIF  members.  Under  the  latter  two  options, 
chartering  and  deposit  insurance  applications  would  not  be  necessary,  although  regulatory 
approval  would  be  necessary  for  an  acquisition.3 


5In  cases  where  a  BEF-member  savings  bank  is  acquired  by  a  thrift  holding  company,  the 
approval  of  the  Office  of  Thrift  Supervision  (OTS)  is  required;  acquisition  of  a  BIF-member 
commercial  bank  would  require  approval  from  the  Federal  Reserve.  Issues  involving  various 
applications  related  to  new  charters  are  discussed  below. 


70 


Generally,  these  affiliate  operations  would  function  in  the  following  manner.  With  the 
cost  advantage  accorded  by  the  premium  differential,  the  BIF  affiliate  could  offer  higher  interest 
rates  on  deposits,  thereby  enticing  customers  to  shift  deposits  from  the  SAIF  affiliate  to  the  BIF 
affiliate.  To  the  extent  that  it  is  cost  effective  to  do  so,  the  SAIF  affiliate  would  maintain  the 
necessary  qualifying  assets  and  would  fund  these  with  nonassessable  liabilities  such  as  advances 
from  the  BIF  affiliate  or  a  FHLB.  The  BIF  affiliate  would  hold  the  advances  to  the  SAIF 
affiliate  as  its  assets;  its  liabilities  would  consist  primarily  of  the  deposits  that  had  migrated  from 
the  SAIF  to  the  BIF.  As  an  alternative  to  using  the  BIF  affiliate  primarily  as  a  funding  source, 
the  holding  company  could  choose  to  shift  its  thrift  lending  activities  to  the  BIF  affiliate.4 

The  migration  of  SAIF  deposits  can  be  accomplished  through  transfers  between  branch 
offices,  through  the  use  of  shared  branch  offices  or  through  the  use  of  agency  relationships. 
Shared  or  tandem  operations  are  created  when  the  BIF-affiliate  branch  offices  are  established  in 
the  existing  branches  of  the  SAIF  affiliate.  Transfers  of  deposits  from  the  SAIF  to  the  BIF  also 
could  be  accomplished  through  agency  relationships,  as  permitted  under  the  Riegle-Neal 
Interstate  Banking  and  Branching  Efficiency  Act  of  1994.  Under  the  provisions  of  this  Act, 
shared  branching  arrangements  between  BIF  and  SAIF  affiliates  would  not  be  necessary,  as 
offices  of  SAIF-member  thrifts  could  accept  deposits  "as  agent"  for  BIF-member  affiliates. 

The  potential  magnitude  of  deposit  migration. 

The  potential  deposit  insurance  premium  differential  between  the  BIF  and  the  SATF 
triggered  a  response  on  the  part  of  a  number  of  SAIF  members.  A  number  of  SAIF-member 
thrift  organizations  have  applied  for  de  novo  state  or  national  bank  charters  and  federal  deposit 
insurance.  Generally,  the  proposals  seek  to  establish  branch  offices  of  the  de  novo  BIF  member 
in  existing  branch  offices  of  the  SAIF-member  subsidiary.  The  parent  holding  company  would 
be  in  a  position  to  create  incentives  for  customers  to  shift  deposits  from  the  SAIF-member 
subsidiary  to  the  newly  chartered  BEF  member.  In  addition,  one  thrift  holding  company  has  filed 
applications  for  shared  branches  between  its  existing  SAIF  and  BIF  affiliates.  There  are  more 
than  100  bank  or  thrift  holding  companies  that  own  both  SAIF  and  BIF  affiliates  that  could 
establish  shared  BIF/SATF  office  locations,  subject  to  applicable  branching  restrictions,  without 
having  to  apply  for  de  novo  charters  and  deposit  insurance. 

To  date,  these  applications  for  bank  charters,  deposit  insurance  and  shared-branch 
arrangements  remain  under  consideration  by  the  chartering  authorities  and  the  FDIC.  The 
applicants  have  SAIF-assessable  deposits  that  represent  more  than  75  percent  of  the  remaining 
FICO  cushion  against  default.  Should  all  these  deposits  successfully  migrate  from  the  SAIF  to 
the  BIF,  the  potential  cost  to  the  BIF  would  be  approximately  SI. 4  billion,  that  is,  the  BIF 
would  require  an  additional  $1.4  billion  to  maintain  a  reserve  ratio  of  1.25  percent.  While  there 


*With  the  exception  of  restrictions  on  subquality  assets,  "sister"  affiliates,  that  is,  banks  or 
thrifts  held  within  a  single  bank  holding  company  structure,  are  not  subject  to  the  interaffiliate 
transaction  restrictions  of  Section  23A  of  the  Federal  Reserve  Act. 
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are  considerations  discussed  below  that  make  it  unlikely  that  a  shift  of  this  magnitude  in  these 
institutions  would  be  realized,  the  shift  could  be  greater  if  other  thrifts  seek  to  shift  deposits 
from  the  SAIF  to  the  BIF. 

The  migration  of  SAIF  deposits  has  not  occurred  yet.  That  is  not  surprising  because 
affiliate  relationships  can  be  expensive  to  establish  and,  given  current  interest  rates,  SAIF 
deposits  are  cheaper  than  some  alternative  funding  sources.  During  the  first  three  months  of 
1995,  SAIF  deposits  increased  $11  billion  (1.6  percent),  the  second  consecutive  quarterly 
increase  after  steadily  declining  for  six  years.  As  a  result,  at  the  end  of  the  first  quarter  SAIF 
members  were  more  reliant  on  deposit  funding  (78.2  percent  of  total  liabilities)  than  at  year-end 
1994  (77.2  percent).  The  first  quarter's  deposit  growth  was  at  least  partially  attributable  to 
aggressive  campaigns  by  some  California  thrifts  to  attract  deposits,  particularly  lower-cost 
demand  deposits.  In  the  event  there  is  a  significant  premium  disparity,  SAIF  members  can 
readily  shift  funding  from  demand  deposits  to  other  sources  discussed  above. 

Impediments  to  reducing  the  reliance  on  SAIF-insured  deposits. 

Should  conditions  prevail  that  continue  to  provide  incentives  to  migrate  deposits  or 
otherwise  reduce  SAIF  exposure,  institutions  will  encounter  certain  impediments.  While  these 
impediments  would  not  eliminate  any  of  the  methods,  in  some  instances  they  could  result  in 
added  costs. 

Thrift  tax  bad-debt  reserves.  The  loss  of  the  tax  benefits  inherent  in  the  thrift  charter 
may  limit  the  extent  to  which  thrifts  that  have  been  profitable  over  the  years  are  willing  to  cause 
SAIF  deposits  to  migrate  to  BEF  affiliates.  Since  1952,  when  thrifts  first  were  subject  to  federal 
taxation,  thrifts  that  have  met  certain  standards  have  been  allowed  to  take  tax  deductions  for  bad 
debts  based  on  a  percentage  of  their  taxable  income.  The  deduction  essentially  provided  a 
subsidy  for  the  industry  for  many  years,  allowing  thrifts  to  accumulate  substantial  tax  bad-debt 
reserves  on  a  pre-tax  basis.  Changes  in  the  tax  laws  slowly  reduced  the  allowable  deduction 
until  the  1986  tax  legislation  substantially  lowered  the  deduction  to  its  current  level  of  8  percent 
of  taxable  income.7 

Thrifts  are  required  to  recapture  their  reserves  into  taxable  income  if  they  fail  to  meet 
a  three-part  test  related  to  supervisory  considerations,  operations  and  assets.  For  supervisory 
purposes  they  must  have  a  thrift  charter  and  thrift  regulator;  their  operation  must  derive  75 
percent  of  its  income  from  loans  and  deposits;  and,  similar  to  the  QTL  test,  they  must  maintain 


7Data  on  the  aggregate  level  of  thrift  tax  bad-debt  reserves  is  unavailable,  although 
America's  Community  Bankers  has  indicated  that  they  are  in  the  process  of  conducting  a  survey 
to  estimate  both  the  aggregate  amount  of  reserves  as  well  as  the  distribution  of  reserves  across 
the  industry.  Data  on  the  reserves  of  individual  thrifts,  while  not  reported  to  bank  or  thrift 
regulators,  generally  is  noted  in  their  annual  financial  reports. 
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60  percent  of  unconsolidated  assets  in  mortgages  and  government-  or  mortgage-backed  securities. 
Failure  to  meet  these  tests  for  tax  purposes  can  trigger  the  recapture  of  all  or  a  portion  of  a 
thrift's  reserves.  There  is  considerable  variability  between  institutions  as  to  the  size  of  these 
reserves  and  the  impediment  they  would  pose  to  deposit  migration.  Thrifts  that  were  profitable 
for  many  years  may  have  substantial  reserves,  and  the  recapture  of  these  reserves  could  be 
costly.  On  the  other  hand,  thrifts  that  suffered  long-term  losses  may  face  minimal  recapture 
costs.  Of  the  SAIF-insured  institutions  that  have  converted  to  commercial  bank  charters  (Sasser 
institutions)  and  consequently  were  required  to  recapture  some  or  all  of  their  tax  bad-debt 
reserves,  most  incurred  minimal  tax  liability. 

Considerations  related  to  the  tax  bad-debt  reserves  may  have  an  impact  on  the  decisions 
of  thrift  institutions  to  cause  S AIF  deposits  to  migrate  to  the  BEF  or  otherwise  to  reduce  SAIF 
deposits.  If  an  institution  shrinks  its  qualifying  assets,  it  must  also  reduce  its  reserve  by  a 
proportional  amount.  This  can  result  in  higher  tax  liability  by  causing  the  amount  by  which  the 
reserve  was  reduced  to  be  recaptured  into  earnings  (over  some  number  of  years,  depending  on 
the  method  selected)  and  by  limiting  deductions  going  forward. 

Under  the  three-part  test  for  tax  bad-debt  reserves,  the  standards  for  assets  are  clearly 
defined,  but  there  are  no  clear  quantitative  standards  on  the  required  proportion  of  deposits  to 
total  liabilities.  The  operations  test  mentioned  above  requires  that  thrifts  demonstrate  that  they 
are  in  the  business  of  making  loans  and  taking  deposits.  Therefore,  a  thrift  could  not  avoid 
SAIF  assessments  by  shifting  entirely  to  nondeposit  liabilities  without  encountering  tax 
consequences.  Some  thrift  industry  tax  experts  suggest  that  the  Internal  Revenue  Service  would 
not  challenge  institutions  whose  deposits  represent  only  20  percent  or  more  of  their  total 
liabilities. 

Impediments  affecting  affiliate  relationships.  Impediments  stem  from  factors  such  as 
the  costs  associated  with  added  regulation,  the  costs  of  establishing  and  maintaining  affiliate 
relationships,  and  the  impact  on  customer  relations. 

In  addition  to  application  costs,  the  establishment  of  new  affiliates  could  subject  holding 
companies  to  new  layers  of  federal  or  state  regulation.  For  example,  the  purchase  of  a  BEF- 
member  commercial  bank  by  a  thrift  would  cause  the  thrift  to  become  a  bank  holding  company 
subject  to  supervision  by  the  Federal  Reserve.  Bank  holding  company  status  would  restrict  the 
activities  and  affiliations  at  the  holding  company  level.  Similarly,  acquisition  by  a  thrift  holding 
company  of  a  second  thrift  charter  would  result  in  the  loss  of  unitary  thrift  holding  company 
status,  narrowing  the  list  of  permissible  activities  and  affiliations.  As  such,  it  may  deter  some 
thrift  holding  companies  from  pursuing  a  migration  strategy. 

To  the  extent  SAIF  deposits  are  held  in  a  BIF-member  Oakar  institution,  it  may  be  less 
cost  effective  to  cause  these  deposits  to  migrate.  The  SAIF  portion  of  each  deposit  dollar  that 
migrates  to  the  BIF  would  be  determined  by  the  institution's  overall  mix  of  SAIF  and  BIF 
deposits,  which  generally  remains  constant.  As  a  result,  an  Oakar  institution  cannot  reduce  its 
SAIF  exposure  as  rapidly  as  a  non-Oakar,  or  pure,  SAIF  institution. 
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In  addition,  there  may  be  costs  associated  with  establishing  and  maintaining  separate 
affiliates.  These  include  costs  associated  with  corporate  separateness,  such  as  maintaining 
distinct  sets  of  books,  boards  of  directors  and  management.  For  institutions  establishing  shared 
offices,  the  potential  confusion  could  adversely  affect  customer  relations. 


CONCLUSIONS 

The  SATF  is  significantly  undercapitalized  and  is  further  threatened  by  the  structural 
weaknesses  of  the  thrift  industry.  Beginning  July  1,  1995,  losses  from  thrift  failures  must  be 
paid  by  the  SAIF.  The  obligation  to  pay  interest  on  FICO  bonds  through  2019  requires  an 
ongoing  differential  between  the  BEF  and  the  SAIF.  In  combination,  the  problems  facing  the 
SATF  create  overwhelming  incentives  for  SAIF  members  to  minimize  their  exposure  to  higher 
assessment  rates.  This  can  be  accomplished  through  a  variety  of  means.  In  addition  to  shifting 
funding  to  nonassessable  liabilities,  a  number  of  SATF  members  have  in  place  or  are  pursuing 
the  affiliate  relationships  that  will  enable  the  migration  of  SATF-insured  deposits  to  the  BIF. 
Depending  on  the  response  of  SATF  members  to  the  perceived  benefits,  this  migration  could 
rapidly  undermine  the  stability  of  the  SAIF  and  threaten  its  viability.  Moreover,  this  migration 
likely  would  exacerbate  the  structural  weaknesses  of  the  thrift  industry,  leaving  a  smaller  insured 
pool  against  which  to  spread  risks  and  costs. 


74 


HI  iHLnrmii  i    o 


RESOLVING  THE  PROBLEMS  OF  THE 
SAVINGS  ASSOCIATION  INSURANCE  FUND 

July  27,  1995 


BACKGROUND:    THE  NEED  FOR  ACTION 
SAJFls  In  Poor  Condition,  and  Its  Prospects  Are  Bleak. 

•  SAJFls  significantly  undercapitalized. 

As  of  March  31,  1995,  SAIF  held  reserves  of  $2.2  billion  to  cover 
$704  billion  in  insured  deposits  —  only  31  cents  in  reserves  per 
$100  of  insured  deposits. 

•  SAIF  assessments  have  been  —  and  continue  to  be  —  diverted  to  other 
uses. 

From  SAIF's  inception  in  1989  through  March  1995,  $7.4  billion  in 
SAIF  assessments  were  diverted  to  cover  past  thrift  losses.    If 
those  funds  had  gone  into  SAIF,  the  fund  would  have  been  fully 
capitalized  last  year. 

Payments  on  bonds  issued  to  prop  up  a  prior  deposit  insurance 
fund  (FICO  bonds)  currently  consume  45  percent  of  SAIF 
assessments  —  and  that  percentage  will  increase  if  SAIF  deposits 
continue  to  shrink. 

•  SAIF's  assessment  base  has  declined  sharply. 

SAIF  deposits  shrank  by  23  percent  from  year-end  1989  through 
March  1995,  or  an  average  of  5  percent  annually,  rather  than 
growing  over  40  percent  (as  projected  at  the  time  of  SAIF's 
creation  in  19 89 J. 

•  SAIF  is  now  responsible  for  resolving  failed  thrifts. 

On  July  1,  1995,  SAIF  became  responsible  for  handling  thrift 
failures.    Given  SAIF's  meager  reserves,  the  failure  of  one  or  two 
large  thrifts  could  render  SAIF  insolvent  and  put  the  taxpayer  at 
risk. 
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Consequences  of  Inaction:  Prospects  for  SAIF.  the  FICO  Bonds,  and  the  Thrift 
Industry  Will  Worsen. 

•  Erosion  of  the  SAIF  assessment  base  would  accelerate. 

The  healthiest  SAIF  members  will  have  strong  economic  incentives 
to  avoid  paying  almost  6  times  as  much  as  the  healthiest  BIF 
members  for  the  same  insurance  coverage.    Because  of  SAIF's 
obligation  to  make  payments  on  the  FICO  bonds,  a  large  differential 
between  BIF  and  SAIF  premiums  would  persist  until  the  year  2019 
even  if  SAIF  were  fully  capitalized.    Thus  institutions  would 
continue  to  have  incentives  to  shrink  their  SAIF  deposits. 

Healthy  institutions  have  a  wide  variety  of  ways  in  which  to  shrink 
their  SAIF  deposits,  despite  the  current  moratorium  on  converting 
from  BIF  to  SAIF.   For  example,  they  can  sell  off  loans  instead  of 
holding  them  in  portfolio.  They  can  replace  deposits  with 
nondeposit  funding  sources.    They  can  also  seek  to  switch  deposits 
from  SAIF  to  BIF  by  forming  or  acquiring  affiliated  B/F-insured 
banks  offering  higher  interest  rates  than  thrifts. 

•  SAIF's  weaknesses  could  lead  to  a  default  on  FICO  interest  payments. 

If  the  portion  of  SAIF's  assessment  base  available  for  FICO 
payments  declines  10  percent  annually,  FICO  will  default  on  its 
interest  payments  in  a  few  years. 

•  Failure  to  resolve  SAIF's  problems  could  weaken  the  thrift  industry,  and 
thus  further  weaken  SA/F. 

Uncertainties  about  SAIF  -  and  high  SAIF  premiums  -  could  make 
it  more  difficult  for  SAIF  members  to  attract  and  retain  capital,  thus 
reducing  the  thrift  industry's  ability  to  help  solve  its  problems  and 
respond  to  any  adverse  economic  changes. 

•  Structural  issues  make  SAIF  more  vulnerable  to  economic  downturns  and 
financial  market  instability. 

SAIF  faces  increased  risks  because  it  insures  institutions  with 
similar  asset  portfolios,  and  because  SAIF-insured  deposits  are 
concentrated  in  large  West  Coast  thrifts. 
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PROPOSAL 
Capitalize  SAIF  Through  Assessments  on  SA1F  Deposits 

•  Require  institutions  with  SAIF-assessable  deposits  to  pay  a  special 
assessment  in  an  amount  sufficient  to  capitalize  SAIF  (i.e.,  increase 
the  Fund's  reserve  ratio  to  1.25  percent).   Base  the  special 
assessment  on  SAIF-assessable  deposits  held  as  of  March  31, 
1995.  Make  the  special  assessment  due  on  January  1,  1996. 

The  special  assessment  would  probably  amount  to  85  to  90 
basis  points.    The  rate  would  depend  on  (11  the  extent  to 
which  SAIF  is  undercapitalized  at  the  end  of  this  year;  and 
(2)  the  total  deposits  subject  to  the  special  assessment  (i.e., 
total  SAIF-assessable  deposits,  minus  deposits  at  weak 
institutions  exempted  by  the  FDIC  from  the  special 
assessment,  as  discussed  below). 

The  risk-based  assessment  schedule  for  the  newly  capitalized 
SAIF  would  be  similar  to  the  schedule  for  BIF  (the  current 
FDIC  Board  proposal  has  rates  ranging  from  4  to  31  basis 
points). 

For  purposes  only  of  setting  risk-based  assessments  for 
coverage  during  the  calendar  year  1996,  the  FDIC  would 
calculate  a  SAIF-insured  institution's  capital  before  payment 
of  the  special  assessment  but  taking  into  account  other 
capital  fluctuations. 

•  Permit  the  FDIC's  Board  of  Directors  (acting  pursuant  to  published 
guidelines)  to  exempt  weak  institutions  from  the  special 
assessment  if  the  Board  determines  that  the  exemption  would 
reduce  risk  to  the  Fund. 

•         Require  institutions  exempted  from  the  special  assessment  to 
continue  to  pay  regular  assessments  under  the  current  SAIF 
risk-based  assessment  schedule,  with  rates  ranging  from  23 
to  31  basis  points,  for  the  next  four  calendar  years  (1  996- 
1999). 
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Thus  weak  institutions  would  still,  over  time,  generally 
pay  more  than  healthy  institutions.   A  healthy 
institution  would  pay  approximately  101  basis  points 
from  1996  through  1999  (an  85  basis  point  special 
assessment,  plus  a  risk  based  assessment  of  4  basis 
points  for  each  of  four  years  as  proposed  by  the  FDIC 
Board).   A  weak  institution  would  pay  annual 
assessments  of  29-31  basis  points  (under  the  current 
schedule  weak  institutions  pay  assessments  of  29-31 
basis  points)  for  a  total  of  1 16-124  basis  points  (29-3 1 
basis  points  for  each  of  four  years). 

•         To  encourage  weak  institutions  to  resolve  capital  and  other 
deficiencies,  give  institutions  exempted  from  the  special 
assessment  the  option  —  during  the  1 996-1 999  period  --  of 
paying  a  pro-rated  portion  of  the  special  assessment  and  then 
paying  assessments  under  the  new  risk-based  schedule  for 
the  remainder  of  the  period. 

Require  that  rates  under  the  risk-based  assessment  schedule  for 
SAIF  be  no  lower  than  the  rates  for  comparable  institutions  under 
the  risk-based  assessment  schedule  for  BIF  until  the  Funds  are 
merged. 


Spread  F1C0  Payments  Over  All  FDIC-insured  Institutions 

•         Effective  January  1 ,  1 996,  expand  the  assessment  base  for 

payments  on  FICO  bonds  to  include  the  entire  assessment  base  of 
all  FDIC-insured  institutions  -  both  BIF  members  and  SAIF  members 
(thus  spreading  the  FICO  obligation  pro  rata  over  all  FDIC-insured 
institutions). 

As  under  current  law,  the  cash  to  pay  FICO  bond  interest 
would  come  from  assessment  payments  remitted  by  insured 
depository  institutions,  rather  than  by  withdrawing  money 
from  the  deposit  insurance  funds. 

Spreading  FICO  payments  would  still  allow  healthy 
institutions'  BIF  premiums  to  decline  dramatically  from 
current  rates. 
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Merge  the  Deposit  Insurance  Funds 

•         Effective  as  soon  as  practicable  -  preferably  no  later  than  the 
beginning  of  1 998  -  merge  the  BIF  and  SAIF. 


A  merger  of  the  funds  would  resolve  the  long-term 
weaknesses  of  SAIF  by  providing  the  requisite  asset  and 
geographic  diversification,  which  in  turn  should  protect 
taxpayers  from  the  possibility  of  another  deposit  insurance 
crisis. 

We  recognize  that  any  discussion  of  a  merger  of  the  funds 
raises  a  host  of  ancillary  issues,  such  as  the  future  of  the 
thrift  charter  -  and  other  distinctions  between  banks  and 
thrifts.    The  Treasury  is  developing  a  comprehensive  proposal 
to  deal  with  these  issues. 


4.        Authorize  Rebates  of  BIF  Excess  Premiums 

•         Authorize  the  FDIC  to  rebate  assessments  paid  by  BIF  members  to 
the  extent  that  BIF  reserves  exceed  the  designated  reserve  ratio. 

Rebate  authority  would  not  extend  to  BIF's  investment 
income,  which  has  never  been  rebated  in  the  FDIC's  history. 


5.        Adjust  Rules  to  Promote  Assessment-Rate  Stability 

•         Direct  the  FDIC's  Board  of  Directors  to  maintain  a  deposit  insurance 
fund's  reserve  ratio  so  that  it  approximates  the  designated  reserve 
ratio.     Give  the  Board  flexibility  to  reduce  the  size  and  frequency  of 
assessment  rate  changes  by  permitting  the  reserve  ratio  to 
fluctuate  temporarily  within  a  range  of  not  more  than  0.1 
percentage  point  above  or  below  the  designated  reserve  ratio.   This 
would  provide  flexibility  to  smooth  out  premium  rate  fluctuations 
but  would  not  change  the  1.25  percent  designated  reserve  ratio. 
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The  FDIC  would  seek  to  maintain  the  fund  at  approximately 
the  designated  reserve  ratio,  but  could  permit  it  to  fluctuate 
temporarily  within  a  narrow  band.    This  flexibility  would  in  no 
way  impair  such  other  rules  as  (1)  the  FDIC's  duty  to  base 
assessments  on  risk;  or  12)  the  requirement  that  SAIF 
assessments  be  no  lower  than  BIF  assessments.   Nor  would 
it  authorize  rebating  BIF's  investment  income. 

Lower  from  23  basis  points  to  8  basis  points  the  minimum  average 
assessment  required  under  section  7(b)(2)(E)  of  the  Federal  Deposit 
Insurance  Act  when  a  deposit  insurance  fund  is  undercapitalized  or 
when  the  FDIC  has  borrowings  outstanding  for  the  fund  from  the 
Treasury  or  the  Federal  Financing  Bank. 
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FD1C  and  OTS: 


Make  Unspent  RTC  Funds  Available  as  a  Backstop  for 
Extraordinary.  Unanticipated  SAIF  Losses  Until  the  BIF  and  SAIF  are 
Merged 

•         If  SAIF  losses  were  to  exceed  $500  million  in  any  calendar  year 

during  the  period  beginning  on  July  1,  1995  {when  SAIF  takes  over 
the  RTC's  responsibility  for  resolving  failed  institutions),  and  ending 
when  the  Funds  are  merged,  make  unspent  RTC  funds  available  to 
cover  the  amount  by  which  the  losses  in  that  year  exceed  $500 
million. 

Thus  SAIF  would  cover  the  first  $500  million  in  losses  during 
any  such  year,  and  unspent  RTC  funds  would  cover  any 
additional  losses. 

Neither  the  CBO  nor  the  FDIC  currently  projects  that  SAIF 
losses  will  reach  $500  million  in  any  year.    (The  FDIC 
projects  losses  of  $270  million  per  year;  the  CBO  projects 
losses  of  $450  million  per  year.)   Thus  unspent  RTC  funds 
would  serve  only  as  a  reinsurance  policy  against  losses  more 
severe  than  those  now  anticipated. 

The  Treasury  does  not  support  use  of  RTC  funds. 
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PREPARED  STATEMENT  OF  ALAN  GREENSPAN 

Chairman,  Board  of  Governors  of  the  Federal  Reserve  System 

Washington,  DC 

July  28,  1995 

I  am  pleased  to  be  able  to  appear  here  today  to  offer  my  thoughts  on  the  status 
of  the  SAIF  insurance  fund,  and  on  deposit  insurance  more  generally. 

The  combination  of  deposit  insurance  and  a  central  bank  providing  discount  win- 
dow credit  has  made  the  contagion  of  bank  runs  that  often  characterized  the  19th 
and  the  first  third  of  the  20th  century  an  anachronism.  The  United  States  has  not 
suffered  a  financial  panic  or  systemic  bank  run  in  the  last  50  years.  In  large  part, 
this  reflects  the  safety  net,  whose  existence,  as  much  as  its  use,  has  helped  to  sus- 
tain confidence. 

But  deposit  insurance  is  not  without  its  costs.  By  relieving  depositors  of  the  con- 
sequences of  bank  failure,  Government  guarantees  of  bank  deposits  make  depositors 
relatively  indifferent  to  bank  failure  and  thus  encourage  banks  to  have  larger, 
riskier  asset  portfolios  than  would  be  possible  in  a  wholly  market-driven 
intermediation  process.  Without  the  safety  net,  additional  risks  would  have  to  be 
reflected  in  some  combination  of  higher  deposit  costs,  greater  liquid  asset  holding, 
or  a  larger  capital  base,  and  these  in  turn  would  constrain  risk-taking.  In  the  late 
1980's  and  early  1990's,  Congress  responded  to  problems  at  insured  depository  insti- 
tutions— and  their  insurance  funds — with  legislation  designed  to  induce  these  enti- 
ties to  be  more  prudent  risk -takers. 

Today,  we  are  here  to  address  an  evolving  competitive  imbalance  and  other  impli- 
cations of  two  insurance  funds  with  sharply  different  premiums.  But,  it  is  critical 
to  underline  that  even  if  there  were  no  evolving  problem  with  SAIF,  the  existing 
deposit  insurance  system,  with  its  reliance  on  two  funds,  is  inherently  unstable. 

With  deposit  insurance,  as  it  is  currently  administered  and  funded,  depositors  do 
not  move  their  funds  from  depository  institution  to  depository  institution  based  on 
the  soundness  of  particular  insurance  funds.  Depositors  are  generally  unaware,  and 
indeed  should  be  unconcerned,  about  BIF  versus  SAW.  In  the  mind  of  the  typical 
depositor,  the  FDIC  provides  the  insurance,  and  the  details  of  one  fund  versus  an- 
other receive  little  attention. 

Competitive  depository  institutions  cannot  differentiate  themselves  by  the  quality 
of  the  deposit  insurance  that  is  offered  because  it  is  the  same  insurance  regardless 
of  whether  it  is  from  BIF  or  SAIF.  In  either  case,  it  is  Government-mandated  and 
Government-sponsored  deposit  insurance.  For  identical  insurance,  it  is  rational  that 
depository  institutions  seelc  the  one  available  at  the  lowest  cost.  If  a  substantial  dif- 
ference in  deposit  premiums  exists  between  SAIF  and  BIF,  the  institutions  paying 
the  higher  premium  will  pursue  insurance  offered  by  the  other  insurance  fund  un- 
less there  is  some  other  reason  to  remain  with  their  current  fund. 

While  today  we  are  discussing  what  to  do  about  SAIF,  I  want  to  stress  that  the 
problem  we  are  addressing  is  a  general  one.  If  there  is  no  substantial  difference  be- 
tween BIF  and  SAD7  insurance,  and  if  there  is  no  substantial  difference  between 
the  advantages  granted  to  BIF  institutions  or  SAIF  institutions,  then  anytime  one 
deposit  insurance  fund  has  difficulties  that  result  in  substantially  higher  deposit 
premiums,  members  will  try  to  shift  to  the  other  deposit  insurance  fund.  In  the 
process,  the  disadvantaged  fund  becomes  increasingly  vulnerable  to  insolvency  as  its 
premium  base  declines.  This  in  turn  engenders  a  still  greater  incentive  to  leave  the 
troubled  fund  or  requires  the  payment  of  still  higher  premiums  to  support  it.  Short 
of  effective  barriers  to  exit,  once  initiated  the  downward  spiral  does  indeed  lead  to 
fund  insolvency.  Thus,  having  two  deposit  insurance  funds  creates  a  mechanism 
that  is  prone  to  instability  now,  and  probably,  in  the  future.  Today,  the  problem  is 
at  the  SAIF;  it  may,  at  some  date  in  the  future,  be  at  the  BIF. 

Congress  can  attempt  to  legislate  barriers  that  try  to  stop  institutions  from  shift- 
ing deposits,  but  the  history  of  efforts  to  legislate  against  such  strong  financial  in- 
centives is  not  encouraging.  We  are,  in  effect,  attempting  to  use  Government  to  en- 
force two  different  prices  for  the  same  item — namely,  Government-mandated  deposit 
insurance.  Such  price  differences  only  create  efforts  by  market  participants  to  arbi- 
trage the  difference.  In  the  present  case,  with  SAIF  institutions  expected  to  pay  at 
least  five  times  more  per  year  for  the  same  deposit  insurance,  this  arbitrage  means 
that  SAIF  institutions  will  pursue  all  avenues  open  to  them  profitably  to  move  de- 
posits from  SAB7  to  BIF. 

The  difference  between  paying,  say,  24  basis  points  and  paying  4.5  basis  points 
for  deposit  insurance  translates  into  about  $1.4  billion  per  year  in  additional  pre- 
miums paid  for  SAIF  deposits.  For  SAIF  institutions,  this  equals  roughly  18  percent 
of  their  1994  pretax  income.  Given  the  large  potential  financial  gains  to  SAIF  insti- 
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tutions  if  they  move  deposits  to  BIF,  the  current  deposit  insurance  system  will  im- 

f»ose  a  large  deadweight  loss  on  the  financial  system.  Many  of  the  political,  policy, 
inancial,  and  legal  institutions  concerned  with  banking  issues  will  bepre-occupied, 
for  the  foreseeable  future,  with  the  details  of  this  issue  because  SAEF  institutions 
will  continually  strive  to  move  deposits  into  BIF  and  BE?  institutions  will  attempt 
to  thwart  such  movements. 

Indeed,  BIF  institutions  suffer  under  the  current  system  to  the  extent  that  SAIF 
members  successfully  shift  their  deposits  to  BEF.  One  way  for  a  SAIF  institution  to 
minimize  its  cost  under  the  current  system  is  for  that  institution  either  to  acquire 
or  to  be  acquired  by  a  BIF  institution.  The  SAEF  institution  can  be  funded  from 
nondeposit  sources,  while  its  depositors  are  encouraged  to  shift  funds  to  the  BIF  in- 
stitution. Current  BIF  members  would  almost  surely  find  their  premiums  higher 
than  otherwise  because  the  new  BIF  deposits  come  without  the  associated  insurance 
fund  reserves,  requiring  older  BIF  deposits  to  pay  a  higher  assessment  in  order  to 
maintain  the  required  1.25  percent  reserve  ratio  on  both  the  new  and  the  old  depos- 
its. 

Using  the  FDIC's  projections  of  future  deposit  premiums,  a  migration  of  only  $40 
to  $50  billion  per  year  of  SAIF  deposits  to  BIF  deposits  might  yield  higher  deposit 
premiums  for  existing  BIF  members  than  if  those  members  were  to  participate  in 
any  of  a  number  of  proffered  solutions  to  the  potential  SAEF  problem,  each  of  which 
would  remove  incentives  to  migrate.  Such  a  shift  of  deposits  seems  entirely  credible 
if  a  large  deposit  premium  difference  exists  between  SAlF  and  BIF,  since  $50  billion 
amounts  to  only  7  percent  of  the  existing  SAIF  assessment  base.  Furthermore,  even 
this  relatively  small  migration  suggests  that  payments  of  FICO  bond  interest  fund- 
ed by  SAIF  could  be  put  in  jeopardy  in  the  very  near  future.  If  action  is  not  taken 
shortly,  a  future  Congressional  appropriation  for  interest  on  FICO  bonds  might  be 
required,  or  further  increases  in  SAIF  premiums  on  the  smaller  SAIF  deposit  base 
might  be  necessary,  or  possibly  even  the  imposition  of  higher  premiums  on  both 
SAIF  and  BIF  deposits  might  be  needed. 

Meanwhile,  SAIF  institutions  will  be  harmed  directly  by  the  continuation  of  a  de- 
posit premium  higher  than  that  to  be  assessed  on  BIF  members,  and  the  returns 
on  capital  of  SAIF  members  will  be  driven  lower  than  similarly  situated  competi- 
tors. As  I  noted,  BIF  institutions  will  be  harmed  by  the  inflow  of  new  deposits  snift- 
ed  from  SAIF  institutions  requiring  the  BIF  members  to  pay  higher  premiums.  The 
only  winners  created  by  the  looming  deposit  premium  difference  between  SAIF  and 
BIF  deposits  will  be  those  depositories  able  to  "game"  the  system,  and  leave  SAIF 
first.  The  solution  to  this  problem  is  to  end  this  game  and  merge  SAEF  and  BIF. 
A  prerequisite  is  to  put  SAIF  on  a  sound  basis.  This  could  be  accomplished  if,  as 
has  been  recommended,  the  institutions  that  hold  SAIF  deposits  pay  a  special  one- 
time assessment  to  recapitalize  SAIF  at  the  legally  mandated  1.25  percent  ratio  of 
insured  deposits.  Such  a  one-time  charge  is  large:  SAEF-member  institutions  would 

f>ay  $6.2  billion  or  85  basis  points  of  their  deposit  base.  This  assessment  seems  un- 
ikely,  however,  to  drive  healthy  SAIF  members  into  insolvency  and  weaker  SAEF 
institutions  can  be  allowed  a  longer  pay-in  period.  The  merging  of  a  recapitalized 
SAEF  with  a  sound  BIF  would  then  consolidate  the  FICO  bond  obligation  of  SAIF 
into  the  new  insurance  fund  and  effectively  obligate  past  BEF  members  to  partici- 
pate on  a  pro  rata  basis. 

Most  bankers  would  argue,  with  some  justice,  that  they  should  not  be  responsible 
for  this  legacy  of  the  thrift  crisis  in  which  they  played  no  role.  Many  may,  nonethe- 
less, conclude  that  2  or  2Vz  basis  points  per  year  in  additional  deposit  premiums 
for  the  FICO  interest  payments  may  be  a  price  they  would  willingly  pay  to  finally 
remove  the  incentives  of  SAEF  members  to  shift  to  BEF,  with  the  associated  increase 
in  the  premiums  of  BIF  members. 

Even  after  SAEF  is  recapitalized,  in  the  years  immediately  ahead  some  large  sav- 
ings and  loans,  still  suffering  from  the  residue  of  past  difficulties,  may  continue  to 
represent  a  risk  of  relatively  large  loss  to  their  Federal  deposit  insurer.  If  SAIF 
were  not  merged  with  BEF,  or  if  that  merger  were  delayed,  the  risk  of  such  loss 
would  expose  a  recapitalized  SAIF  both  to  a  reserve  shortfall  and  to  a  higher  deposit 
insurance  premium  to  once  again  rebuild  its  reserves.  An  industry  that  had  just 
paid  a  large  one-time  premium  to  recapitalize  its  insurance  fund  would  be  under- 
standably concerned  about  that  possibility.  If  such  losses  were  to  occur  to  a  merged 
BEF-SAEF  fund,  the  necessity  of  reserve  building  would  be  shared  among  banks  and 
thrifts  pro  rata — implying  a  larger  dollar  burden  on  the  larger  commercial  bank  in- 
dustry. Banks  would  be  understandably  concerned  about  such  exposure,  especially 
after  accepting  a  pro  rata  share  of  the  FICO  interest  obligation. 

Both  sets  oi  institutions  are  thus  sensitive  to  the  small  probability  of  a  large  thrift 
failure  imposing  still  further  costs  on  them.  One  way  to  address  these  concerns  is 
for  the  Congress  to  arrange  a  catastrophe  contingency  funding  arrangement  over, 
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say,  the  next  5  years  to  bridge  the  period  over  which  this  risk  exists.  It  has  been 
suggested,  for  example,  that  over  such  an  interval  public  funds  be  made  available 
in  any  year  that  losses  to  the  SAB?,  or  losses  created  by  present  SAIF  members  to 
a  merged  BIF-SAIF,  exceed  $500  million.  If  increased  budget  outlays  are  with  good 
reason  not  acceptable  to  the  Congress,  one  possibility  is  that  this  catastrophe  insur- 
ance be  financed  through  a  small  special  insurance  fee,  paid  to  the  Treasury  by 
SAB?  members  to  cover  the  potential  taxpayer  risk  exposure. 

Let  me  conclude  by  clarifying  why  the  Federal  Reserve  is  concerned  about  this 
problem  and  believes  it  is  necessary  to  resolve  it.  The  Federal  Reserve's  primary 
concerns  are  sustainable  economic  growth  and  financial  stability.  A  healthy  and 
competitive  financial  system  is  critical  for  maintaining  and  promoting  economic 
growth.  One  key  component  of  a  healthy  financial  system  is  a  sound  depository  in- 
stitution system,  and  an  important  component  of  a  sound  depository  institution  sys- 
tem is  that  depository  institutions  are  not  given  artificial  incentives  to  switch  be- 
tween insurance  funds  or  to  abandon  an  insurance  fund  in  order  to  gain  competitive 
advantages.  Such  "regulatory  arbitrage"  wastes  scarce  and  valuable  resources  that 
could  be  much  more  productively  employed. 

Furthermore,  as  we  know  from  our  experience  in  the  last  recession,  uncertainties 
about  the  resolution  of  insurance  fund  failures,  and  the  regulatory  policies  needed 
to  protect  the  taxpayer  while  these  uncertainties  are  resolved,  can  only  inhibit  the 
willingness  of  depository  institutions  to  lend.  While  there  were  many  reasons  mone- 
tary policy  encountered  strong  headwinds  during  that  period,  surely  the  legislative 
and  regulatory  reactions  to  the  taxpayer  funding  of  the  thrift  deposit  insurance  fund 
and  to  the  depleted  nature  of  the  BH  compounded  our  problems. 

Whatever  solution  is  finally  adopted,  we  should  not  lose  sight  of  first  principles. 
A  deposit  insurance  system  that  focuses  the  attention  of  banks  and  thrifts  on  the 
relative  status  of  their  funds,  and  a  system  that  rewards  those  who  can  jump  ship 
first,  is,  to  say  the  least,  counterproductive.  What  is  needed  is  a  deposit  insurance 
system  whose  status  is  unquestioned  so  that  the  depositories  can  appropriately 
focus  their  attention  on  the  extension  and  management  of  credit  in  our  economy. 


PREPARED  STATEMENT  OF  JONATHAN  L.  FTECHTER 

Acting  Director,  Office  of  Thrift  Supervision 

Washington,  DC 

July  28,  1995 

I.  Introduction 

Good  morning  Chairman  D'Amato,  Senator  Sarbanes,  and  other  Members  of  the 
Committee.  I  appreciate  this  opportunity  to  present  the  views  of  the  Office  of  Thrift 
Supervision  (OTS)  on  the  proposal  of  the  Treasury  Department,  the  Federal  Deposit 
Insurance  Corporation  (FDIC)  and  the  OTS  to  capitalize  and  stabilize  the  Savings 
Association  Insurance  Fund  (the  Joint  Proposal). 

I  recognize  that  having  to  turn  our  attention  once  again  to  a  problem  stemming 
from  the  thrift  crisis  of  the  1980's  is  unfortunate.  The  thrift  crisis  has  resulted  in 
four  pieces  of  legislation:  The  Competitive  Equality  Banking  Act  of  1987,  the  Finan- 
cial Institutions  Reform,  Recovery,  and  Enforcement  Act  of  1989  (FIRREA),  the  Fed- 
eral Deposit  Insurance  Corporation  Improvement  Act  of  1991  (FDICIA),  and  the 
Resolution  Trust  Corporation  Completion  Act  of  1993.  These  legislative  efforts  have 
accomplished  much — the  thrift  industry  is  healthy,  there  have  been  few  thrift  fail- 
ures in  the  last  several  years,  the  supervision  of  thrifts  has  been  strengthened  sig- 
nificantly, and  the  Resolution  Trust  Corporation  (RTC)  will  soon  wind  up  its  affairs. 

Yet,  here  we  are  again,  6  years  after  the  passage  of  FffiREA,  confronting  prob- 
lems in  another  insurance  fund — the  Savings  Association  Insurance  Fund  (SAIF). 
The  immediate  problem  is  that  the  SAIF  is  only  one-quarter  of  the  way  toward 
reaching  its  statutorily  mandated  reserve  level  oi  1.25  percent  of  insured  deposits. 
The  ongoing  diversion  of  SAB?  premiums  to  cover  the  annual  interest  payments  on 
outstanding  Financing  Corporation  (FICO)  debt  continues  to  delay  capitalization  of 
the  SAIF.  The  SAIF  problems  will  be  compounded  when  the  Bank  Insurance  Fund 
(BB?)  premiums  decline,  while  SAIF  premiums  remain  high.  The  resulting  premium 
disparity  will  create  powerful  incentives  for  SAIF-insured  institutions  to  reduce 
their  reliance  on  SAB?-insured  deposits,  thereby  threatening  the  viability  of  the 
SAB?  insurance  fund  as  well  as  the  servicing  of  the  FICO  debt. 

These  problems  are  not  the  result  of  risky  behavior  or  poor  performance  by  insti- 
tutions that  the  SAIF  insures.  Rather,  the  SAEF1  faces  problems  today  because  of 
flaws  in  the  mechanism  established  to  fund  the  SAIF,  including  the  unanticipated 
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shrinkage  that  has  occurred  in  the  SAIF  assessment  base,  the  continuing  diversion 
of  income  from  the  SAIF  to  cover  non-SAIF  obligations,  and  the  absence  of  Treasury 
payments  authorized  by  FIRREA  to  offset  this  diversion  of  income  from  the  SAIF. 
In  short,  the  critical  financing  assumptions  that  underlaid  FIRREA  have  not  come 
to  pass. 

It  is  important  that  this  last,  lingering  vestige  of  the  thrift  crisis  be  promptly  and 
definitively  resolved.  The  uncertainties  generated  by  the  status  quo,  as  well  as  the 
likelihood  that  any  loss  of  confidence  generated  by  weaknesses  in  either  the  SAIF 
or  in  servicing  the  FICO  obligations  will  spread  far  beyond  SAIF-insured  institu- 
tions, suggest  that  if  we  do  not  address  these  problems  this  year,  we  run  the  risk 
of  an  even  larger  problem  in  the  future. 

The  Joint  Proposal  being  presented  today  will  definitively  address  the  problems 
of  the  SAIF  and  FICO.  The  Joint  Proposal  will  immediately  and  fully  capitalize  the 
SAIF  with  a  special  premium  on  SAIF-insured  institutions  and  will  eliminate  the 
impending  premium  differential  by  spreading  responsibility  for  the  existing  FICO 
bonds  over  all  FDIC-insured  institutions.  SAIF-insured  institutions  will  provide  the 
largest  share  of  the  funding.  The  Joint  Proposal  also  provides  for  the  eventual  merg- 
er of  the  SAIF  and  the  BIF. 

The  ability  to  utilize  the  resources  of  FDIC-insured  institutions  to  solve  the  SAIF 
problem,  however,  may  dissipate  with  time.  Currently,  both  banks  and  thrifts  are 
benefiting  from  a  healthy  economy  and  a  relatively  low  level  of  problem  loans.  If 
we  fail  to  act  now,  we  may  miss  the  best  chance  to  resolve  the  SAlF  problem  with 
minimal  risk  to  the  taxpayer. 

In  my  testimony  today,  I  will  provide  a  brief  description  of  the  three  major  prob- 
lems faced  by  the  SAIF  and  why  further  delay  in  resolving  those  problems  will  be 
costly.  I  will  then  summarize  the  Joint  Proposal  and  evaluate  its  impact,  fairness, 
and  sufficiency.  My  testimony  also  includes  an  attachment  that  contains  the  details 
of  the  Joint  Proposal. 

II.  Nature  and  Consequences  of  the  SAIF's  Problems 

A.  Problem  One:  The  SAIF  is  undercapitalized  and  is  likely  to  remain 

UNDERCAPITALIZED  FOR  YEARS  TO  COME 
1.  SAIF's  undercapitalization  and  its  causes 

As  of  March  31,  1995,  the  SAIF  had  reserves  of  $2.2  billion  to  cover  $704  billion 
in  insured  deposits.  This  is  equivalent  to  a  reserve  ratio  of  0.31  percent — one-quar- 
ter of  the  1.25  percent  reserve  ratio  mandated  by  statute.  There  is  no  reasonable 
likelihood  that,  under  current  conditions,  the  SAIF  will  achieve  its  reserve  ratio  be- 
fore the  next  century.  Under  current  law,  $779  million  per  year  or  almost  half  of 
all  SAIF  assessment  income  is  being  diverted  to  cover  interest  payments  on  FICO 
bonds.  Without  the  FICO  draw,  the  SAIF  would  capitalize  rapidly — in  less  than  4 
years.  With  the  FICO  draw,  however,  the  SAIF  will  not  capitalize  for  many  years. 
Under  the  FDIC's  baseline  assumptions,  the  SAIF  is  not  expected  to  become  ade- 
quately capitalized  until  2002.  Under  more  conservative  assumptions,  the  SAIF  is 
not  expected  to  become  adequately  capitalized  until  2010  or  beyond. 

These  difficulties  are  due  to  the  use  of  flawed  assumptions  in  developing  the  SAIF 
finding  mechanism  in  FIRREA.  The  finding  mechanism  was  built  on  the  assumption 
that  the  SAIF  assessment  base  would  grow  by  6  percent  to  7  percent  per  year  and 
that  supplemental  Treasury  finding  of  $8  billion  to  $11  billion  would  be  provided 
to  the  SAIF  during  the  first  decade  of  its  existence.  Instead,  the  SAIF  assessment 
base  has  shrunk  by  5  percent  per  year  since  FIRREA,  and  the  SAIF  has  not  re- 
ceived the  FIRREA  authorized  Treasury  finding.  Chart  1  illustrates  the  dramatic 
difference  between  the  projected  size  and  the  actual  size  of  the  SAIF  assessment 
base. 
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Since  FIRREA,  SAIF-insured  institutions  have  paid  deposit  insurance  premiums 
at  the  same  or  higher  rates  than  the  rates  applicable  to  BIF-insured  institutions. 
Under  the  FIRREA  funding  mechanism,  however,  about  three-quarters  of  all  bAl* 
premiums  paid  since  FIRREA  have  been  diverted  from  the  SAIF  to  pay  interest  on 
FICO  bonds  and  to  cover  other  non-SAIF  expenditures,  as  illustrated  in  Chart  2. 
Thus,  even  though  SAIF-insured  institutions  have  paid  historically  unprecedented 
premiums  for  the  past  6  years,  the  SAIF  remains  critically  underfunded. 


Most  SAIF  Assessments  Have  Been  Diverted  to  Other  Uses 
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2.  The  underfunded  SAIF's  vulnerability  to  failure  of  a  large  institution 

On  July  1,  1995,  responsibility  for  resolving  SAIF-insured  institutions  that  fail 
transferred  from  the  RTC  to  the  SAIF.  Under  the  FDIC's  estimate  of  the  average 
cost  of  resolving  a  failed  institution  (15  percent  of  failed  institution  assets),  the  fail- 
ure of  SAIF-insured  institutions  with  assets  of  $15  billion  or  more  would  exhaust 
the  SAIF's  current  reserves. 

The  vast  majority  of  thrifts  supervised  by  the  OTS  have  recovered  from  the  finan- 
cial weaknesses  of  the  1980's.  The  number  of  institutions  on  the  OTS  problem  thrift 
list  has  fallen  steadily  over  the  last  5  years.  Current  problem  thrifts  hold  assets  to- 
taling $32  billion.  The  OTS  does  not  currently  expect  the  majority  of  these  problem 
institutions  to  fail.  This  assumes,  however,  that  there  is  no  economic  downturn  in 
the  markets  where  these  thrifts  operate.  A  weakness  in  a  particular  real  estate  mar- 
ket where  thrifts  and  other  SAIF-insured  institutions  are  concentrated,  or  unex- 
pected problems  at  one  or  two  large  institutions  could  exhaust  the  SAIF's  reserves. 
Such  an  event  could  weaken  public  confidence  in  the  financial  strength  of  the  Fed- 
eral deposit  insurance  funds,  and  might  require  taxpayer  funding  to  meet  the 
FDIC's  obligations. 

The  vulnerability  of  the  SAIF  to  sudden  insolvency  is  accentuated  by  the  dis- 
proportionate concentration  of  its  members  in  a  single  region  (California)  and  the 
concentration  of  thrift  assets  in  a  single  type  of  asset  (home  loans).  Individually, 
home  loans  are  less  risky  than  commercial  loans,  but  the  required  concentration  of 
SAIF-insured  institutions  in  home  loans  limits  the  SAIF's  capacity  to  reduce  its  risk 
exposure  through  diversification  across  different  loan  types.  In  addition,  the  SAIF 
has  a  number  of  institutions  that  are  quite  large  in  relation  to  the  SAIF. 

The  SAIF's  exposure  to  institution  failures  that  might  exceed  SAIF  reserves  is  not 
a  short-term  problem.  Given  the  current  drain  on  SAIF  income  caused  by  payments 
on  FICO  bonds,  capitalizing  the  SAIF  will  be  a  painstakingly  slow  process.  For  ex- 
ample, in  1996,  the  first  full  year  after  the  SAIF  assumes  responsibility  for  resolv- 
ing failed  institutions,  SAIF  reserves  are  projected  by  the  FDIC  to  grow  by  only 
$700  million.  At  this  rate,  the  SAIF  will  remain  vulnerable  to  sudden  insolvency  for 
many  years  to  come. 

B.  Problem  Two:  The  BIF/SAIF  premium  disparity  is  likely  to  result 

IN  A  REDUCTION  IN  SAIF'S  ASSESSMENT  BASE  AND  AN  INCREASE  IN  SAIF'S 
RESOLUTION  EXPENDITURES 

1.  Description  of  the  premium  disparity 

In  contrast  to  the  SAIF,  all  premium  dollars  paid  by  members  of  the  BIF  go  into 
the  BD7.  As  a  result,  the  BIF  is  expected  to  reach  the  statu torily-mandated  1.25  per- 
cent reserve  ratio  in  1995.  The  FDIC  board  has  proposed  to  lower  the  average  BIF 
premium  from  23.5  basis  points  to  an  average  of  4.5  basis  points  once  the  FDIC  can 
verify  that  the  BIF  has  reached  this  reserve  ratio.  Because  the  SAIF  remains  under 
1.25  percent,  the  FDIC  board  has  proposed  to  leave  SAD7  premiums  at  their  current 
average  level  of  24  basis  points. 

If  the  FDIC  board's  proposals  are  adopted,  which  is  likely,  average  SAIF  pre- 
miums will  become  almost  six  times  greater  than  average  BIF  premiums.  The  sig- 
nificance of  this  premium  disparity  becomes  even  more  apparent  when  related  to 
the  income  of  banks  and  thrifts.  As  Chart  3  illustrates,  if  the  FDIC  board's  proposed 
BIF  premium  schedule  had  been  in  effect  during  1994,  BIF  premiums  would  have 
been  roughly  equivalent  to  2.3  percent  of  all  1994  bank  net  income.  By  contrast, 
SAD?  premiums  were  equivalent  to  approximately  32  percent  of  all  1994  thrift  net 
income.  This  is  a  material  difference. 


87 


Proposed  Deposit  Insurance  Premiums  as  a  Percent  of  1994  Income* 
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Moreover,  such  a  disparity  could  last  well  into  the  next  century.  For  example, 
Chart  4  illustrates  what  happens  to  SAIF  premiums  under  the  FDIC's  baseline  as- 
sumption that  the  SAIF  assessment  base  will  decline  by  2  percent  per  year  and  that 
assets  in  failed  SAIF-insured  institutions  will  average  Vb  of  1  percent  (22  basis 
points)  of  industry  assets. 


SAIF  Premiums  Will  Exceed  BIF  Premiums,  Even  After  SAIF  Capitalizes 
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Under  this  scenario,  even  after,  SAIF  reaches  the  required  1.25  percent  reserve 
ratio  in  the  year  2002,  SAIF  premiums  remain  almost  three  times  higher  than  com- 
parable BIF  premiums  for  an  additional  17  years  due  to  diversion  of  SAIF  assess- 
ments to  pay  interest  on  FICO  bonds,  as  mandated  by  FIRREA. 

2.  Consequences  of  delay  in  resolving  the  premium  disparity 

The  premium  disparity  is  likely  to  have  a  significant  adverse  impact  on  SAIF-in- 
sured  institutions  and  on  the,  SAIF.  The  longer  this  disparity  is  allowed  to  continue, 
the  greater  the  potential  for  lasting,  systemic  harm  to  SAIF  members  and  to  the 
SAIF.  The  principal  potential  adverse  consequences  are  as  follows. 

•  First,  the  premium  disparity  will  place  pressure  on  management  of  SAIF-insured 
institutions  to  reduce  their  exposure  to  SAIF  premiums,  thereby  reducing  SAIF  in- 
come. 

In  recent  years,  there  has  been  a  noticeable  shift  by  institutions  away  from  SAIF- 
insured  deposits  into  repurchase  agreements  and  Federal  Home  Loan  Bank  ad- 
vances, neither  of  which  is  assessed  an  insurance  premium.  These  alternative  fund- 
ing sources  carry  the  risk  of  additional  losses  to  the  SAB?  since  these  liabilities  are 
fuSy  collateralized  and  have  priority  over  SAIF's  claims  in  the  event  of  a  failure. 
In  addition,  as  institutions  shift  their  funding  away  from  core  deposits  to  more  mar- 
ket-based liabilities,  they  may  become  more  vulnerable  to  interest  rate  risk. 

To  avoid  the  loss  of  core  deposits,  many  institutions  are  exploring  ways  to  sub- 
stitute lower-cost  BIF-insured  deposits  for  SABF-insured  deposits.  Several  of  the 
largest  savings  associations — holding  well  in  excess  of  10  percent  of  SAIF's  assess- 
able deposits — have  already  announced  that  they  intend  to  apply  to  establish  de 
novo  banks  insured  by  the  BIF  to  conduct  their  deposit-taking  activities.  While  it 
has  been  suggested  that  the  Government  should  set  up  roadblocks  to  this  and  other 
efforts  by  institutions  to  avoid  high  SAIF  premiums,  the  introduction  of  a  material 
disparity  between  BEF  and  SAW  insurance  premiums  will  provide  continuous  mar- 
ket pressure  on  SAIF-insured  institutions  to  minimize  their  SAIF  assessment  base. 
The  Government's  previous  lack  of  success  in  blocking  market  forces  (e.g.,  the  fail- 
ure of  Regulation  Q,  which  sought  to  limit  interest  rates  earned  by  consumers  on 
their  savings)  should  make  us  all  hesitant  to  pursue  a  similar  strategy  vis-a-vis  de- 
posit insurance  premiums. 

We  cannot  stop  the  customers  of  SArF-insured  institutions  from  voluntarily  trans- 
ferring their  deposits  to  BIF-insured  institutions  in  search  of  higher  returns.  If  a 
BB?  member  located  near  a  SAW  member  is  able  to  offer  a  higher  rate  of  return 
on  deposits  due  to  the  premium  disparity,  it  is  inevitable  that  customers  of  the  SAIF 
member  will  migrate  to  the  BB?  member. 

From  the  perspective  of  the  SAIF,  it  matters  not  whether  the  deposits  are  lost 
to  a  BIF  affiliate  of  a  SAIF-insured  institution  or  an  unaffiliated  BIF-insured  com- 
petitor. Either  way,  the  SAIF  income  base  declines. 

•  Second,  the  premium  disparity  may  make  it  difficult  for  SAIF  members  to  attract 
and  retain  capital,  further  increasing  the  SAIF's  resolution  costs. 

An  industry  that  generates  about  60  basis  points  in  income — the  average  return 
in  the  thrift  industry  over  the  past  several  years — will  clearly  be  adversely  affected 
by  a  19  basis  point  surcharge  against  its  earnings.  The  eventual  effect  of  such  a 
tax  could  be  a  reduction  in  the  franchise  value  of  SAIF-insured  institutions,  making 
it  even  more  difficult  to  recapitalize  troubled  institutions. 

The  effect  of  an  extended  period  of  high  insurance  premiums  on  the  thrift  indus- 
try's ability  to  raise  capital  was  a  concern  during  the  FDtREA  debate  in  the  Con- 
S^ess.  Former  Federal  Reserve  Board  Chairman  Paul  Volcker  appearing  before  this 
ommittee  warned  that: 

I  would  think  that  a  larger  question  with  respect  to  thrifts  arises  from 
the  fact  that  that  premium  is  already  pretty  high,  and  how  long  does  one 
contemplate  keeping  that  premium  in  force?  How  does  that  affect  the  abil- 
ity of  the  industry,  generally,  to  raise  capital  and  be  a  viable  competitor 
over  time?  To  what  degree  does  it  discourage  potential  buyers  or  to  what 
degree  does  it  discourage  current  owners  from  operating  in  that  industry 
because  of  the  size  of  the  cost  burden  extended  indefinitely  over  a  period 
of  time?  (Problems  of  the  Federal  Savings  and  Loan  Insurance  Corporation 
(FSLIC),  Hearings  before  the  Committee  on  Banking,  Housing,  and  Urban 
Affairs,  United  States  Senate,  Part  I  of  IV,  101st  Cong.,  1st  Sess.,  at  264 
(1989).) 
Reducing  the  competitive  viability  of  thrift  institutions  may  make  it  more  likely  that 
the  Government  will  have  to  resolve  problem  institutions,  and  may  place  even  more 
financial  strain  on  the  SAIF. 
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•  Third,  the  premium  disparity  may  increase  the  risk  profiles  of  SAIF  members, 
thereby  increasing  SAIF  resolution  costs. 

Because  of  the  highly  competitive  nature  of  the  financial  markets,  it  is  likely  that 
a  substantial  portion  of  any  BIF  member's  cost  savings  resulting  from  lower  pre- 
miums will  be  passed  on  to  its  customers.  If  BIF  members  increase  their  deposit 
rates  and  services  and/or  reduce  loan  rates  and  fees  to  attract  customers,  SAIF 
members  will  be  forced  either  to  match  these  rate9  and  reduce  profit  margins,  or 
to  lose  deposits  and  loan  business.  Some  SADMnsured  institutions  could  respond  to 
the  squeeze  on  earnings  by  pursuing  higher  yielding  and  potentially  riskier  lending 
and  investment  activities.  While  the  regulatory  agencies  will  seek  to  prevent  unsafe 
and  unsound  practices,  the  pressure  on  SAIF-insured  institutions  to  increase  their 
revenue  will  be  great. 

•  Fourth,  the  premium  disparity  could  adversely  affect  the  U.S.  housing  market. 
Savings  associations  continue  to  play  an  important  role  in  housing  finance.  Sav- 
ings associations  were  directly  responsible  for  1  in  6  of  all  residential  mortgage 
loans  originated  during  1994.  Although  hard  data  are  not  available,  savings  associa- 
tions also  may  have  originated  at  least  as  many  mortgage  loans  through  their  mort- 
gage banking  subsidiaries  as  they  originated  directly.  As  of  December  31,  1994,  sav- 
ings associations  and  their  subsidiaries  held  in  portfolio  $459  billion  in  residential 
mortgage  loans  and  mortgage-backed  securities  or  about  16.2  percent  of  all  out- 
standing residential  mortgage  loans  and  mortgage-backed  securities. 

In  certain  key  markets,  thrifts  are  leaders  in  meeting  the  housing  finance  needs 
of  minorities  and  low-income  families.  Thrifts  are  also  leaders  in  originating  and 
holding  adjustable-rate  mortgages — important  mortgage  vehicles  that  often  make 
housing  affordable  for  first-time  home  buyers  (especially  when  long-term  interest 
rates  are  high).  Almost  half  of  all  mortgage  loans  held  by  thrifts  are  loans  that  are 
not  easily  securitized  for  the  secondary  market. 

As  a  National  Association  of  Home  Builders  (NAHB)  representative  noted  at  an 
FDIC  public  hearing  on  the  SAIF  in  March: 

As  portfolio  lenders,  thrifts  also  have  been  innovative  in  offering  new 
mortgage  products  and  play  a  critical  role  in  providing  the  adjustable-rate 
mortgages  that  were  so  important  in  cushioning  home  buyers  from  rising 
rates  last  year. 
The  NAHB  representative  went  on  to  say  that  the  emergence  of  a  BEP/SAIF  pre- 
mium disparity  will  "detrimentally  affect  the  cost  and  availability  of  housing  credit." 

Home  lending  is  the  principal  business  of  savings  associations.  Currently,  approxi- 
mately 70  percent  of  all  savings  association  assets  are  residential  mortgage  loans 
and  mortgage-backed  securities.  To  the  extent  the  premium  disparity  weakens  sav- 
ings associations,  it  will  also  weaken  their  ability  to  support  housing. 

Before  concluding  my  discussion  of  the  premium  disparity,  I  want  to  be  very  clear 
about  what  I  am,  and  am  not,  saying.  I  am  not  saying  that  the  premium  disparity 
is  likely  to  cause  large  numbers  of  thrift  failures  over  the  next  few  years.  While 
some  might  argue  that  the  thrift  industry  may  collapse  under  the  weight  of  the  pre- 
mium disparity,  I  do  not  share  their  point  of  view.  Clearly,  the  thrift  industry  and 
home  lending  will  be  adversely  affected  by  the  disparity,  but  the  likelihood  that  the 
disparity  will  cause  significant  numbers  of  thrift  institution  failures  is  remote. 

My  concern  is  that  the  SAIF  funding  mechanism — rather  than  the  thrift  indus- 
try— may  collapse  under  the  weight  of  the  premium  disparity.  The  premium  dispar- 
ity sets  up  a  type  of  pincer  movement  of  competing  forces  that  will  converge  on  the 
SAEF  from  opposite  directions.  On  the  one  hand,  the  disparity  will  create  powerful 
incentives  for  SAB? -insured  institutions  and  their  customers  to  seek  to  shift  deposits 
from  the  SAIF  to  the  BW,  thereby  reducing  the  SAIF  assessment  base.  On  the  other 
hand,  the  disparity  is  likely  to  result  in  a  modest  increase  in  the  cost  of  thrift  fail- 
ures over  time  (due  to  decreased  profitability  and/or  the  pursuit  of  higher-yielding 
investments)  and  make  it  more  difficult  to  find  private  investors  willing  to  invest 
in  failing  thrifts.  Thus,  SAIF  resolution  costs  may  increase  at  a  time  the  SAEF's  in- 
come base  is  declining.  To  stabilize  the  SAIF,  the  premium  disparity  must  be  re- 
solved. 

C.  Problem  Three:  There  is  a  significant  risk  of  default  on  the  FICO 

BONDS  IN  THE  NEAR  FUTURE 
1.  Description  of  the  FICO  obligation 

As  already  noted,  interest  on  FICO  bonds,  which  totals  $779  million  annually,  is 
paid  out  of  draws  that  FICO  is  authorized  to  make  against  a  portion  of  the  SAIF 
premium  income  stream.  Under  current  law,  these  draws  can  only  be  made  against 
that  portion  of  the  SAW  income  stream  attributable  to  SAIF-member  savings  asso- 
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ciations.  SAEF  assessments  paid  by  SAIF-insured  banks  are  not  subject  to  the  FICO 
draw. 

In  the  most  recent  assessment  year  (1994),  premiums  assessed  against  savings  as- 
sociations totaled  $1.2  billion.  Thus,  the  FICO  draw  consumed  67  percent  of  all  sav- 
ings association  SAIF  assessments.  Earlier  I  said  that  the  SAIF  assessment  base 
has  shrunk  by  an  average  of  5  percent  per  year  since  FIRREA.  But  that  figure  is 
computed  on  the  entire  SAIF  assessment  base,  which  includes  many  banks.  The  sav- 
ings association  portion  of  the  SAIF  assessment  base  has  been  declining  even  more 
rapidly  than  the  SAIF  assessment  base  as  a  whole.  The  average  annual  shrinkage 
of  savings  association  SAIF  deposits  since  enactment  of  FIRREA  has  been  10.7  per- 
cent. 

2.   Consequences  of  delay  in  adjusting  the  FICO  funding  mechanism 

Recently,  the  board  of  directors  of  FICO  issued  a  press  release  stating  that,  "if 
the  downward  [SAIF]  deposit  trend  continues,  FICO  will  have  insufficient  funds  to 
meet  the  interest  payments  on  [FICO  bonds]  through  maturity  .  .  .  unless  Congress 
enacts  further  legislation  providing  new  or  additional  funding  sources."  Indeed,  as 
Chart  5  illustrates,  if  the  SAIF's  savings  association  assessment  base  continues  to 
decline  at  its  average  annual  post-FIRREA  rate,  FICO  will  default  on  its  interest 
payments  as  early  as  1998.  The  impending  BIF/SAEF  premium  disparity,  discussed 
above,  may  actually  accelerate  this  trend. 

Although  FICO  bonds  are  not  backed  by  the  full-faith  and  credit  of  the  United 
States,  a  default  on  the  FICO  bonds  could  have  serious  public  policy  ramifications 
due  to  the  effect  that  a  default  would  have  on  the  obligations  of  other  Government- 
Sponsored  Enterprises  (GSE's).  Currently,  FICO  bonds  are  considered  high-grade 
investments  based  largely  on  FICO's  status  as  a  GSE.  Unless  action  is  taken,  how- 
ever, FICO  bonds  are  in  danger  of  being  downgraded,  with  a  potential  adverse  im- 
pact on  all  GSE  obligations. 
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Chart  5 


For  all  of  the  foregoing  reasons,  it  is  important  that  the  problems  of  the  SAIF  be 
promptly  resolved.  The  potential  costs  to  the  economy  increase  with  time.  As  I  noted 
at  the  outset,  several  years  of  sustained  profitability  for  thrifts  and  banks  have 
opened  a  window  of  opportunity  to  solve  the  SAIF  problems  with  non-Government 
resources.  If  we  fail  to  act  now,  we  may  miss  the  best  chance  to  resolve  the  SAIF 
problem  with  minimal  risk  to  the  taxpayer. 
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HI.  The  Joint  Proposal 

A.  Overview  of  the  Joint  Proposal 

The  details  of  the  Joint  Proposal  are  set  forth  in  the  attachment  to  this  testimony. 
I  will  provide  a  brief  overview  of  the  main  elements  of  the  Joint  Proposal,  and  then 
turn  to  an  evaluation  of  its  merits. 

First,  institutions  holding  SAIF -insured  deposits  would  be  required  to  pay  a  spe- 
cial premium  in  an  amount  sufficient  to  capitalize  the  SAW  fully  as  of  January  1, 
1996.  Although  the  exact  amount  of  the  special  premium  cannot  be  predicted  pre- 
cisely, we  anticipate  that  the  premium  may  need  to  raise  as  much  as  $6.6  billion. 
This  is  equivalent  to  about  85  to  90  basis  points  of  the  SAIF  assessment  base.  Once 
the  SAIF  is  fully  capitalized,  it  is  expected  that  the  SATF  premium  schedule  would 
initially  be  set  at  a  level  that  is  equivalent  to  that  of  the  BIF  premium  schedule. 
If  over  time,  losses  to  the  SAIF  exceed  those  incurred  by  the  BIF,  then  SAIF  pre- 
miums may  have  to  be  raised  above  BIF  premiums  to  the  extent  required  to  main- 
tain the  1.25  percent  required  reserve  ratio.  If  BFF  losses  turn  out  to  be  higher  than 
those  incurred  by  the  SAIF,  and  if,  as  a  result,  BIF  premiums  need  to  De  raised 
in  order  to  maintain  the  BLF  at  1.25  percent,  then  the  SAW  premiums  will  also  be 
raised.  The  intent  is  to  ensure  that  BLF-insured  institutions,  which  under  the  pro- 
posal would  be  required  to  share  responsibility  for  the  FICO  obligation,  do  not  end 
up  paying  higher  insurance  premiums  than  SAIF  members. 

The  FDIC  board  would  be  authorized  under  the  Joint  Proposal  to  exempt  specific 
institutions  from  the  special  premium  in  instances  where  the  board  determines  that 
payment  of  the  special  premium  would  increase  risk  to  the  SAIF.  Exempted  institu- 
tions would  be  required  to  continue  paying  insurance  premiums  as  set  under  the 
current  SAIF  premium  schedule  through  1999.  Such  exempted  institutions  would 
have  the  option  of  paying  a  pro-rated  portion  of  the  special  premium  during  the  sub- 
sequent 4-year  period  in  order  to  drop  down  to  the  lower  premium  schedule. 

Second,  responsibility  for  FICO  interest  payments  would  be  spread  among  all 
FDIC-insured  institutions  on  a  pro  rata  basis  in  accordance  with  their  level  of  as- 
sessable deposits.  We  estimate  that  each  SAIF-insured  institution  and  each  BIF-in- 
sured  institution  will  end  up  paying  initially  an  amount  equivalent  to  2.5  basis 
points  of  their  deposits.  This  amount  is  expected  to  decrease  over  time  as  the  com- 
bined insured  deposits  of  banks  and  thrifts  grow. 

Third,  the  BD?  and  the  SAIF  would  be  merged  into  one  Federal  deposit  insurance 
fund  as  soon  as  practicable. 

La  addition,  the  OTS  and  the  FDIC  support  making  unspent  RTC  funds  available 
as  a  backstop  to  the  SAIF  until  the  BW  and  the  SAIF  are  merged.  These  unspent 
RTC  funds  would  be  available  only  to  cover  any  catastrophic  and  unexpected  SAIF 
losses.  For  these  purposes,  SAIF  losses  will  be  deemed  catastrophic  only  if  they  ex- 
ceed $500  million  in  any  fiscal  year.  During  the  time  period  that  the  backstop  would 
remain  in  place,  the  FDIC  hasprojected  annual  SAIF  losses  of  $270  million  and  the 
CBO  has  projected  annual  SAW  losses  of  $450  million. 

B.  Evaluation  of  the  Joint  Proposal 

There  is  no  painless  solution  to  the  SABF's  problems.  Unfortunately,  the  mecha- 
nism established  under  FffiREA  to  fund  SAIF  and  pay  interest  on  the  FICO  obliga- 
tions is  not  working.  As  a  result,  a  revised  funding  mechanism  is  required  that  ex- 
pands the  revenue  sources.  I  believe  it  is  in  everyone's  interest  to  put  the  thrift  cri- 
sis behind  us  once  and  for  all.  I  further  believe  that  the  interagency  process  pro- 
duced a  fair  and  balanced  solution. 

In  assessing  the  merits  of  the  Joint  Proposal,  I  believe  we  should  consider  four 
key  questions. 

1.  Is  the  Joint  Proposal  as  fair  as  possible? 

It  is  unlikely  that  any  solution  to  the  SAD7/FICO  problem  can  be  developed  that 
will  be  viewed  as  "fair"  by  all  those  required  to  contribute  to  the  solution.  The  Joint 
Proposal  seeks  to  achieve  a  workable  long-term  solution  that  is  comprised  of  a  rea- 
sonably fair  distribution  of  the  costs  of  such  a  solution. 

The  Joint  Proposal  places  the  greatest  onus  on  surviving  SAIF-insured  institu- 
tions. I  recognize  that  the  vast  majority  of  surviving  SAB7 -insured  institutions  were 
always  operated  responsibly  and  did  not  cause  the  thrift  crisis.  They  are  well-cap- 
italized, strictly  regulated,  invest  billions  in  housing  credit,  have  superior  commu- 
nity reinvestment  records,  and  provide  vital  financial  services  to  the  public.  I  under- 
stand their  concern  regarding  the  additional  financial  burden  imposed  on  them 
under  the  Joint  Proposal.  But  the  funding  to  capitalize  the  SAW  has  to  come  from 
somewhere,  and  institutions  holding  SAIF-insured  deposits  appear  to  be  the  best 
and  most  logical  choice  among  the  unfortunate  choices  available. 
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I  anticipate  that  SAIF-insured  institutions  may  also  question  the  fairness  of  the 
provision  that,  prior  to  the  merger  of  the  SAW  and  the  BIF,  the  SAIF  assessment 
schedule  may  not  be  lower  than  the  BIF  assessment  schedule  and  that  the  SAIF 
(unlike  the  BIF)  will  be  prohibited  from  rebating  premiums  collected  in  excess  of 
the  1.25  percent  reserve  ratio.  These  provisions  are  designed  to  ensure  that  SAIF- 
insured  institutions  do  not  end  up  paying  lower  premiums  than  BB^-insured  institu- 
tions once  BIF  members  take  on  a  pro  rata  share  of  the  FICO  obligation.  It  would 
be  difficult  to  ask  BIF-insured  institutions  to  assume  pro  rata  responsibility  for 
FICO,  while  simultaneously  setting  SAIF  premiums  below  BIF  premiums. 

Moreover,  if  losses  at  the  SAIF  are  relatively  low  and  over-capitalization  of  the 
SAIF  occurs,  this  will  provide  further  protection  to  the  fund  against  large  thrift 
losses.  It  could  also  provide  reassurance  to  BIF-insured  institutions  that  a  merger 
of  the  SAIF  and  the  BIF  is  less  likely  to  result  in  increased  bank  premiums  to  cover 
future  thrift  losses. 

The  Joint  Proposal  also  calls  upon  BIF-insured  institutions  to  contribute  to  the 
resolution  of  the  problem.  BEF-insured  institutions,  along  with  SAB7 -insured  institu- 
tions, would  assume  pro  rata  responsibility  for  the  FICO  obligation.  Because  the 
SAIF  is  so  much  smaller  than  the  BEF,  the  FICO  obligation,  which  represents  a 
huge  liability  for  SAIF-insured  institutions,  is  significantly  reduced  when  spread 
over  all  FDlC-insured  institutions.  The  annual  FlCO  burden  amounts  to  11  oasis 
points  of  the  current  SAW  assessment  base,  but  only  2.5  basis  points  of  the  com- 
bined BEF  and  SAIF  assessment  base. 

BIF-insured  banks  can  be  expected  to  protest  that  they  should  not  be  required  to 
share  any  responsibility  for  FICO.  The  resolution  of  the  thrift  crisis,  however,  was 
important  to-all  institutions  holding  federally  insured  deposits. 

If  the  Government  had  not  provided  funding  through  FICO  and  other  sources  to 
pay  the  depositors  of  failed  thrifts,  public  confidence  in  Federal  deposit  insurance 
would  have  been  shaken  and  the  entire  deposit  insurance  system  on  which  banks 
depend  might  have  been  threatened.  Moreover,  banks  benefited  from  the  Govern- 
ment's actions  to  place  weak  thrifts  into  receivership.  Weak  thrifts  frequently  paid 
exorbitant  prices  for  deposits  that  effectively  drove  up  the  cost  of  funds  for  all  insti- 
tutions, including  banks. 

In  addition  to  all  FDIC-insured  institutions  contributing  to  the  solution,  the  OTS 
recommends  that  the  Federal  Government  put  unused  RTC  funds  aside  to  serve  as 
a  backstop  for  extraordinary,  unanticipated  losses  to  the  SAIF  until  the  BIF  and 
SAIF  are  merged.  (The  recommendation  for  an  RTC  backstop  is  that  of  the  OTS  and 
not  that  of  the  Administration.)  While  under  current  law  RTC  funds  may  presently 
be  used  by  the  FDIC  to  support  the  SAIF  through  1997,  the  terms  that  must  be 
met  before  these  funds  are  utilized  are  quite  restrictive.  These  terms  would  have 
to  be  modified. 

I  recognize  the  difficulties  posed  by  such  a  recommendation.  My  concern  is  that 
the  concentration  of  thrift  industry  assets  in  mortgage-related  loans  and  invest- 
ments leaves  even  a  fully  capitalized  SAW  vulnerable  to  large  losses.  A  drop  in 
housing  prices  in  an  area  of  the  country  with  a  large  thrift  presence  could  put  re- 
newed pressure  on  the  SAIF  and  result  in  another  round  of  high  SAIF  premiums. 
An  RTC  backstop  would  prevent  a  recurrence  of  a  SAIF  funding  problem.  Moreover, 
such  funds  would  only  be  used  in  the  event  of  unanticipated,  catastrophic  SAIF 
losses.  Ultimately,  if  there  are  unexpected  major  losses  in  the  thrift  industry,  tax- 
payer exposure  would  occur  with  or  without  a  built-in  backstop.  Preserving  the  in- 
tegrity of  the  deposit  insurance  system  is  an  important  national  objective  that  bene- 
fits all  Americans. 

2.  How  would  the  Joint  Proposal  affect  SAIF-insured  institutions? 

The  OTS  has  carefully  reviewed  the  impact  of  an  85-90  basis  point  special  pre- 
mium on  the  thrift  industry.  The  burden  will  be  substantial.  Surviving  thrifts  have 
worked  extremely  hard  over  the  past  5  years  to  build  their  capital.  An  85  basis 
point  premium  would  instantly  reduce  industry  capital  by  a  full  7.8  percent.  Re- 
duced capital  means  reduced  lending  and  reduced  earnings. 

Based  on  1994  earnings,  an  85  basis  point  special  premium  on  an  after-tax  basis 
would  be  equivalent  to  three-quarters  of  a  year's  income  for  thrift  institutions.  For 
a  typical  $500  million  thrift  with  $355  million  in  insured  deposits,  the  special  pre- 
mium would  total  $3  million.  This  same  thrift,  on  average,  reported  1994  income 
of  $2.8  million. 

Over  99  percent  of  all  OTS-superviscd  thrifts  have  capital  levels  that  meet  or  ex- 
ceed the  FDICIA  definition  of  adequate  capital.  Most  of  these  institutions  have  suffi- 
cient capital  to  absorb  an  85  basis  point  special  premium  without  a  change  in  their 
regulatory  capital  status.  Over  90  percent  of  OTS-supervised  SAIF-insured  institu- 
tions are  profitable  and  can  generate  earnings  to  rebuild  their  capital  levels. 
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A  small  number  of  institutions,  however,  with  lower  capital  levels,  may  be  seri- 
ously impaired  by  an  85  basis  point  special  premium.  Some  may  have  their  capital 
levels    fall   below    what   is   considered    adequate.    I    believe    it    would   be   counter- 

firoductive  to  the  goal  of  stabilizing  the  SAEF  to  effectively  expose  the  insurance 
iand  to  even  greater  losses  as  a  consequence  of  the  imposition  of  the  special  pre- 
mium. The  Joint  Proposal,  therefore,  permits  the  FDIC  board  to  exempt  weak  insti- 
tutions from  the  special  premium  if  an  exemption  would  reduce  risk  to  the  SAIF. 
Thus,  we  do  not  anticipate  any  additional  failures  of  SAIF-insured  institutions  as 
a  direct  and  immediate  consequence  of  the  special  premium.  It  is,  of  course,  more 
difficult  to  predict  what  the  indirect  consequences  of  the  special  premium  will  be. 
It  is  entirely  possible  that  the  special  premium,  when  combined  with  a  variety  of 
other  factors  (such  as  a  downward  turn  in  the  economy  or  unexpected  loan  losses 
at  an  institution),  may  ultimately  contribute  to  serious  problems  at  some  institu- 
tions. 

The  status  quo,  however,  also  poses  risks  to  SAEF-insured  institutions.  The  com- 

fietitive  disadvantage  resulting  from  a  significant  premium  disparity  may  also  cause 
inancial  weakness.  In  my  view,  therefore,  the  costs  imposed  by  the  joint  proposal 
are  worthwhile  in  order  to  shore  up  the  prospects  for  the  long-term  viability  of  the 
SAEF  and  FICO,  as  well  as  SAIF-insured  institutions  and  their  customers.  I  see  no 
realistic  alternative.  If  we  continue  to  delay  capitalizing  the  SAEF  and  resolving  the 
FICO  problem,  I  fear  a  weak  SAIF  and  a  possible  FICO  default,  as  SAIF-insured 
institutions  reduce  their  reliance  on  SAIF-insured  deposits. 

3.  How  would  the  Joint  Proposal  affect  the  availability  of  housing  finance? 

The  OTS  has  also  considered  the  impact  of  an  85  basis  point  premium  on  housing 
finance.  Reducing  the  capital  of  SAIF-insured  thrifts  will  have  an  immediate  impact 
on  the  lending  capacity  of  SAIF-insured  institutions.  The  aggregate  home  lending 
capacity  of  savings  associations  could  be  temporarily  reduced  by  the  special  pre- 
mium. 

As  I  noted  earlier,  savings  associations  currently  hold  $459  billion  in  mortgage 
loans  and  mortgage  backed  securities.  The  special  premium  will  have  the  effect  of 
initially  reducing  the  home  lending  capacity  of  savings  associations.  Our  analysis 
suggests  that  portfolio  lending  by  SAIF-insured  thrifts  may  be  reduced  by  as  much 
as  8  percent.  This  may  not  translate  into  an  8  percent  reduction  in  home  lending 
nationwide,  however,  because  there  are  many  other  participants  in  the  mortgage 
market  besides  savings  associations.  In  certain  regions  or  localities,  however,  where 
savings  associations  are  dominant  in  particular  segments  of  the  market,  the  impact 
of  the  special  premium  will  clearly  be  felt. 

The  impact  of  the  special  premium  should  be  temporary.  In  the  long  run,  home 
lending  will  benefit  from  placing  SAIF-insured  institutions  on  a  level  playing  field 
with  other  federally  insured  institutions  and  the  strengthening  of  the  source  of 
funding  for  the  FICO  interest  payments. 

All  things  considered,  therefore,  I  believe  the  Joint  Proposal  is  consistent  with  a 
strong  mortgage  finance  system.  The  alternative — a  long-term  premium  disparity 
that  throttles  the  lending  capacity  of  SAIF-insured  institutions,  weakens  the  indus- 
try and  raises  the  specter  of  a  FICO  default — would  be  much  worse. 

4.  Does  the  Joint  Proposal  provide  a  definitive  solution  to  the  SAIF  problem? 

The  Joint  Proposal  targets  each  of  the  key  SAIF  problems  described  at  the  outset 
of  my  testimony.  First,  because  of  the  special  premium,  the  SAIF  will  reach  its  stat- 
utory designated  reserve  ratio  promptly  on  January  1,  1996 — a  full  7  years  in  ad- 
vance of  even  the  most  optimistic  projections  under  the  status  quo. 

Second,  because  prompt  capitalization  will  be  achieved  via  the  special  premium 
and  because  the  FICO  payment  obligation  will  be  spread  evenly  among  all  SAEF- 
and  BIF-insured  institutions,  the  impending  BIF/SAEF  premium  differential  will  be 
eradicated.  This  will  eliminate  the  single  greatest  threat  to  the  stability  of  the  de- 
posit insurance  system.  Spreading  the  FICO  obligation  will  also  ensure  that  there 
will  be  no  default  on  FICO  obligations.  The  combined  BEF/SAEF  premium  income 
stream  is  many  times  larger  than  the  annual  FICO  obligation. 

Both  BIF-insured  and  SAEF-insured  institutions  have  expressed  concern,  however, 
that  there  may  be  lingering  weakness  in  the  thrift  industry  that  has  yet  to  resolve 
itself.  Fortunately,  the  assets  of  troubled  thrifts  have  been  declining  steadily  over 
the  past  several  years  and  are  expected  to  continue  to  decline.  Nonetheless,  as  I 
noted  earlier,  the  OTS  currently  has  institutions  with  $32  billion  in  assets  on  its 
list  of  troubled  institutions.  The  ratio  of  assets  of  troubled  SAIF  member  institutions 
to  their  deposits  is  roughly  five  times  as  high  as  the  same  ratio  for  the  BEF. 

Third,  the  definitiveness  of  the  proposed  solution  would  be  guaranteed  by  the 
merger  of  the  SAEF  and  the  BEF.  A  merged  BEF/SAIF  fund  will  result  in  a  single 
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stronger,  more  diversified  insurance  fund.  In  particular,  a  merger  will  eliminate  any 
concerns  about  the  SAW  being  too  small  or  SAIF-insured  institutions  being  too  ho- 
mogeneous to  be  sound  over  the  long-term.  It  also  removes  the  possibility  of  pre- 
mium disparities  arising  with  the  attendant  pressure  on  institutions  to  move  be- 
tween the  two  separate  funds.  Thus,  merger  of  the  SAIF  and  the  BIF  will  signifi- 
cantly enhance  the  stability  of  the  Federal  deposit  insurance  system. 

If  such  a  merger  is  not  immediate,  OTS  believes  SAIF  should  have  access  to  RTC 
funds  to  cover  extraordinary,  unexpected  losses.  It  is  not  anticipated  that  this  con- 
tingency fund  is  likely  to  result  in  the  actual  expenditure  of  any  Government  funds. 
It  is  merely  intended  to  serve  as  a  catastrophic  backstop  to  ensure  that  the  SAIF 
is  stable  and  well  capitalized  at  the  time  of  the  SAIF/BIF  merger.  Given  the  signifi- 
cant financial  contributions  that  the  Joint  Proposal  calls  on  thrifts  and  banks  to 
make  to  solve  the  SAIF  problem  and  the  need  to  avoid  another  round  of  BIF/SAIF 
legislation  if  the  unexpected  happens  over  the  next  few  years,  an  RTC  backstop 
gives  both  Congress  and  the  regulated  industry  reasonable  assurance  that  this  is 
the  last  of  the  post-FIRREA  fallout. 

IV.  Future  of  the  Thrift  Industry 

The  immediate  challenge  facing  the  thrift  industry  is  the  undercapitalized  SAIF, 
the  potential  for  an  insurance  premium  disparity  and  the  rising  FICO  burden.  As 
I  noted  in  testimony  before  this  Committee  last  fall,  however,  the  thrift  industry 
also  faces  a  more  fundamental  and  longer-term  issue  arising  out  of  the  statutorily 
mandated  lending  and  investment  focus  on  residential  mortgage  credit.  The  ques- 
tion facing  all  of  us  is  whether  a  depository  institution  that  specializes  in  housing 
finance  can  survive  and  prosper. 

Thrift  institutions  face  a  fiercely  competitive  financial  market.  As  federally  in- 
sured depository  institutions,  thrift  institutions  compete  against  commercial  banks 
and  credit  unions.  As  mortgage  lenders,  they  compete  against  not  only  other  insured 
depository  institutions,  but  also  against  mortgage  bankers,  the  Government-Spon- 
sored Enterprises  such  as  the  Federal  National  Mortgage  Association  and  the  Fed- 
eral Home  Loan  Mortgage  Corporation,  and  direct  Government  programs  such  as 
the  Government  National  Mortgage  Association  and  the  Farmers  Home  Administra- 
tion. Changes  in  the  financial  markets  have  resulted  in  a  steady  decline  in  the  mar- 
ket share  of  the  thrift  industry. 

Over  the  last  10  to  15  years,  most  of  the  benefits  previously  accorded  to  thrift  in- 
stitutions as  a  matter  of  Government  policy  in  return  for  their  specializing  in  hous- 
ing finance  have  been  eliminated  or  substantially  reduced.  These  benefits  included 
regulations  governing  rates  paid  on  deposits,  exclusive  access  to  Federal  Home  Loan 
Bank  advances,  and  favorable  tax  treatment.  During  the  same  period,  the  Federal 
Government  has  encouraged  the  expansion  of  other  federally  supported  entities  to 
supply  mortgage  credit.  As  a  result,  the  industry  has  become  far  less  competitive. 

One  of  our  country's  great  resources  is  its  dynamic  and  vibrant  financial  markets. 
As  a  consequence  of  technology,  innovation  (including  securitization  of  assets),  and 
changing  demographics,  the  role  of  traditional  depository  institutions  is  changing. 
Market  shares  shift  in  response  to  changing  demand  for  various  products.  The  fact 
that  financial  markets  are  responsive  to  change  is  one  of  the  strengths  of  our  sys- 
tem. Ultimately,  it  is  important  that  our  statutes  remain  consistent  with  the  reali- 
ties of  the  market  and  that  we  allow  market  forces  to  determine  the  relative  roles 
of  the  various  sectors  comprising  our  financial  services  system. 

We  recognize  that  changing  the  statutory  framework  governing  the  thrift  industry 
raises  a  host  of  broad,  and  in  some  cases  contentious,  issues  involving  not  only  the 
thrift  industry  but  also  the  banking  industry  and  regulatory  structure.  It  is  our 
hope  that  putting  the  insurance  fund  and  FICO  issues  behind  us  will  facilitate  deal- 
ing with  these  other  issues.  We  are  committed  to  participating  in  this  effort. 

V.  Conclusion 

Not  so  very  many  years  ago,  the  former  Federal  Home  Loan  Bank  Board  (FHLBB) 
and  the  now  defunct  Federal  Savings  and  Loan  Insurance  Corporation  (FSLIC)  were 
roundly  criticized  for  having  failed  to  come  forward  promptly  to  warn  Congress  of 
the  magnitude  of  the  problems  facing  the  FSLIC  insurance  fund.  The  FHLBB  and 
FSLIC  were  admonished  for  repeatedly  minimizing  the  seriousness  of  the  thrift  cri- 
sis, and  for  advocating  stop  gap  measures,  rather  than  a  comprehensive  approach. 

The  thrift  crisis  taught  us  many  lessons.  One  of  the  most  important  lessons  is 
that  failing  to  recognize  the  existence  of  an  insurance  fund  problem,  or  delay  in  re- 
sponding to  that  problem,  only  makes  matters  worse.  The  thrift  crisis  also  taught 
us  the  value  of  early  intervention  in  minimizing  the  costs  to  the  Government. 
Prompt  corrective  action  is  now  a  core  concept  in  the  regulation  of  insured  deposi- 
tory institutions. 
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We  must  apply  this  same  core  concept  to  the  SAIF — delay  will  only  increase  the 
exposure  of  taxpayers. 
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Chairman  D'Amato  and  Members  of  the  Committee,  it  is  a  pleasure  to  appear 
today  to  present  the  views  of  America's  Community  Bankers  on  critical  flaws  in 
funding  arrangements  for  the  FDIC's  Savings  Association  Insurance  Fund,  as  well 
as  ACB's  recommendations  to  reform  and  strengthen  the  deposit  insurance  system. 
I  am  David  E.  A.  Carson,  Chairman  of  America's  Community  Bankers,  and  Chair- 
man, President,  &  CEO  of  People's  Bank.  I  am  accompanied  by  Thomas  M.  O'Brien, 
CEO  of  North  Side  Savings  Bank  in  Floral  Park,  New  York,  who  is  Co-Chair  of 
ACB's  Government  Affairs  Steering  Committee.  I  know  that  Mr.  O'Brien  is  well- 
known  to  the  Chairman  as  a  leader  of  New  York's  financial  community. 

People's  Bank  is  located  in  Bridgeport,  Connecticut.  People's  makes  3  out  of  every 
10  mortgage  loans  in  Bridgeport,  and  is  also  the  leading  mortgage  lender  in  all  of 
Connecticut.  We  are  the  leading  mortgage  lender  in  Connecticut  to  low-  and  mod- 
erate-income groups.  Like  many  ACB  members,  People's  Bank  has  a  long  standing 
commitment  to  providing  mortgage  lending  and  consumer  finance  in  the  inner  city. 

At  $6.5  billion  in  assets,  Peoples  Bank  is  one  of  ACB's  larger  members.  However, 
we  are  small  compared  to  the  entire  industry  represented  by  ACB,  which  encom- 
passes more  than  2,200  institutions;  16,000  banking  offices,  270,000  employees,  and 
$1  trillion  in  assets.  Our  members  are  insured  by  both  the  Bank  Insurance  Fund 
and  Savings  Association  Insurance  Fund.  People's  Bank  is  BIF-insured.  I  make  this 
point  to  emphasize  that  ACB  is  the  only  broad-based  banking  trade  group  represent- 
ing BIF-insured  as  well  as  SAIF-insured  institutions. 

Over  the  last  6  months,  thanks  largely  to  your  efforts,  Mr.  Chairman,  the  critical 
nature  of  the  looming  disparity  in  deposit  insurance  premiums  between  BIF  and 
SAB?  has  come  into  sharp  focus.  We  are,  therefore,  particularly  grateful  for  your 
leadership  in  addressing  this  issue,  and  to  your  staff  for  the  hard  work  they  have 
devoted  to  it.  We  are  aware,  too,  of  the  significant  time  and  effort  devoted  to  this 
challenge  by  the  regulators  and  the  Treasury.  We  feel  they  deserve  credit  not  only 
for  raising  awareness  of  the  issue  but  for  working  cooperatively  to  craft  a  solution. 
The  dangers  presented  to  the  financial  system  are  real,  and  if  not  addressed  soon, 
threaten  to  undermine  public  confidence  in  the  deposit  insurance  system,  and  the 
stability  of  banking  itself. 

Good  economics  makes  good  public  policy.  If  we  are  to  have  a  vibrant  banking  sys- 
tem capable  of  sustaining  economic  growth  and  satisfying  the  financial  needs  of  the 
fmblic  into  the  21st  century,  the  banking  system  must  have  the  powers  and  regu- 
atory  structure  necessary  to  compete.  Part  of  that  structure  must  be  one  insurance 
fund,  pooling  similar  risks  of  regulated  depositories  subject  to  a  one  risk-based  pre- 
mium structure. 

The  funding  mechanism  for  SAIF  and  Financing  Corporation  (FICO)  bond  pay- 
ments is  an  obvious  and  immediate  focus  of  this  hearing.  However,  unless  we  ad- 
dress the  merger  of  BIF  and  SAIF,  the  SAIF  problem  will  not  be  fixed.  We  have 
the  opportunity  to  fix  the  deposit  insurance  system  once  and  do  it  right.  If  the  op- 
portunity is  missed  now,  the  problem  will  be  bigger  in  the  future,  the  entire  banking 
industry  will  suffer,  and  the  public  will  lose  the  depth  and  breath  of  competitive  fi- 
nancial services  it  deserves.  These  concerns  have  shaped  the  philosophy  underlying 
the  solution  that  ACB  advocates  today. 

ACB  believes  it  extraordinarily  important  to  take  this  opportunity  to  establish  a 
single  FDIC  insurance  fund  with  a  single  premium  structure.  To  achieve  this  end, 
ACB  supports  a  solution  that  would  share  FICO  costs  on  a  pro  rata  basis  across 
the  entire  assessment  base,  impose  special  premium  payments  on  SArE-insured  de- 
posits generating  an  unprecedented  $6.1  billion  to  instantly  capitalize  SAB?  to  its 
statutory  reserve  target,  and  merge  BIF  and  SAD7.  This  would  establish  a  stronger 
insurance  fund  for  the  entire  banking  industry. 
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Solution  Structure 

What  ACB  proposes  is  an  integral  package  of  actions,  including  a  $6.1  billion  spe- 
cial premium  payment  by  SAIF-insured  institutions  equaling  about  a  year's  earn- 
ings, leading  to  a  single  FDIC  fund. 

•  Premiums  for  all  BIF  and  SAIF  institutions  should  drop  quickly  to  as  low  a  level 
as  is  consistent  with  maintaining  a  properly  capitalized  insurance  fund.  Rebate 
authority  should  be  restored  to  the  FDIC. 

•  SAIF  institutions,  in  order  to  head  off  a  crisis,  are  willing  to  fully  capitalize  SAIF 
in  1995  with  an  estimated  $6.1  billion  payment,  approximately  85  basis  points, 
on  top  of  their  regular  1995  premium  of  about  24  basis  points.  We  understand 
that  this  payment  will  be  an  immediate  expense  on  institutions'  financial  state- 
ments and  currently  deductible  on  their  tax  returns. 

•  With  a  rapid  capitalization  of  SAIF,  the  BEF  and  SAIF  insurance  funds  must  be 
merged  when  both  funds  are  fully  capitalized.  It  is  extremely  important  for  those 
institutions  that  forego  a  year's  earnings  to  put  the  fund  and  premium  disparity 
problem  behind  them  permanently.  A  merger  of  the  funds  when  both  are  capital- 
ized is  the  only  means  that  will  accomplish  this. 

— A  single  insurance  fund  rather  than  two  funds  (one  of  which  is  relatively  small) 
is  the  most  actuarially  sound  approach  to  insuring  deposits  and  the  most  effec- 
tive way  to  protect  taxpayers  from  a  future  crisis. 

— BIF  institutions  actually  will  reap  a  relative  benefit  from  a  merged  fund.  As  of 
March  31,  BEF  included  more  than  $7  billion  of  non-earning  assets  acquired 
from  failed  banks,  about  30  percent  of  total  BIF  assets.  Because  SAIF's  balance 
sheet  is  clean,  the  merged  fund  would  actually  consist  of  a  larger  percentage 
of  earning  assets  than  does  BIF. 

•  FICO  costs  should  be  shared  by  SAEF-  and  BEF-insured  institutions  on  a  pro  rata 
basis  across  all  market  deposits.  This  would  cost  BIF-  and  SAEF-insured  institu- 
tions about  2.4  basis  points.  If  the  insurance  funds  are  merged  when  capitalized, 
redistribution  of  FDIC  administrative  costs  could  reduce  the  net  cost  to  BIF-in- 
sured  institutions  to  about  2.1  basis  points  initially,  declining  further  with  growth 
of  bank  deposits  over  the  course  of  time. 

•  ACB  continues  to  believe  that  some  deployment  of  excess  RTC  funds  has  a  legiti- 
mate role  in  a  solution  to  this  issue,  whether  for  case  resolution  costs,  reducing 
the  FICO  burden,  or  otherwise.  This  view  is  subscribed  to  by  a  wide  variety  of 
individuals  and  groups,  including  a  former  chairman  of  the  FDIC,  other  banking 
organizations,  and  Members  of  Congress,  some  of  whom  have  introduced  enabling 
legislation. 

A  number  of  technical  details  will  have  to  be  worked  out.  The  FDIC  should  have 
the  flexibility  to  mitigate  the  impact  of  this  charge  on  institutions  that  would  face 
capital  account  difficulties.  Also,  we  have  been  apprised  of  the  constraints  imposed 
by  debt  service  covenants  running  with  publicly  traded  securities  of  even  highly  cap- 
italized institutions  that  could  be  violated.  We  know  that  Treasury  staff  are  also 
sensitive  to  these  issues  and  we  are  confident  that  accommodations  can  be  reached. 

The  SAIF  Funding  Problem 

Since  its  origins  through  the  merger  of  predecessor  trade  groups  over  3  years  ago, 
America's  Community  Bankers  has  worked  to  focus  public  policy  attention  on  the 
flawed  financial  structure  of  the  Savings  Association  Insurance  Fund.  Correcting 
the  problems  of  the  SAIF  has  been  ACB's  number  one  policy  priority,  even  as  we 
worked  hard  on  other  objectives  to  improve  competitive  opportunity  and  choice  in 
the  banking  community. 

None  of  ACB's  policy  initiatives  have  been  more  frustrating  than  those  concerning 
the  SAEF.  The  reason  is  simple.  The  costs  of  a  solution  are  large,  and  funding 
sources  are  scarce.  However,  we  are  gratified  by  the  substantial  progress  being 
made  this  year,  and  are  profoundly  thankful  for  the  leadership  that  this  Committee 
is  bringing  to  the  issue  of  deposit  insurance  reform. 

SAEF  is  undercapitalized  because  $7.4  billion  in  premium  income  was  diverted  to 
fund  FICO,  REFCORP,  and  the  FSLIC  Resolution  Fund  since  1989.  Without  these 
diversions,  SAIF  would  actually  have  recapitalized  in  advance  of  BIF,  though  SAIF 
did  obviously  have  the  advantage  of  the  RTC  assumption  of  its  case  backlog. 

Annual  FICO  bond  interest  payments,  which  continue  until  2019,  presently  ab- 
sorb about  45  percent  of  SAIF  premium  income,  prompting  the  FDlC's  observation 
that,  under  current  circumstances,  "capitalizing  SAEF  is  like  trying  to  fill  a  bucket 
with  a  hole  in  it." 

SAIF  members  are  aware  of  economic  realities,  and  expect  that  the  financial  solu- 
tion must  involve  principally  private  resources.  Although  current  SAIF  members 
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were  not  culpable  in  the  actions  leading  to  the  substantial  failures  and  insurance 
losses  of  the  late  1980's  and  early  1990's,  and  although  SAEF  members  have  already 
contributed  very  large  sums  toward  resolution  of  failures  and  recapitalization  of 
SAEF,  they  stand  willing  to  make  further  extraordinary  commitments,  provided  oth- 
ers share  in  the  overall  cost,  and  a  single  FDIC  insurance  fund  is  established  with 
equal  treatment  going  forward.  The  goal  is  to  never  again  trouble  the  Congress  with 
a  deposit  insuranceproblem. 

The  costs  to  SAIF-insured  institutions  have  gone  well  beyond  the  premium  pay- 
ments that  have  been  made.  Substantial  transfers  were  made  from  the  capital  of 
the  Federal  Home  Loan  Bank  System,  then  almost  totally  owned  by  SAIF-insured 
institutions,  to  provide  for  the  repayment  of  the  principal  for  the  FICO  bonds.  Fur- 
ther reductions  occurred,  bringing  total  FHLBank  System  transfers  to  over  $2  bil- 
lion, to  provide  for  the  later  REFCorp  bond  principal  and  the  FHLBank  System, 
which  though  now  open  to  commercial  banks  is  still  majority-owned  by  SAIF-in- 
sured institutions,  is  paying  $300  million  annually  in  REFCorp  debt  service. 

The  Market  Reaction 

Unless  SAEF's  financial  flaws  are  addressed,  by  the  end  of  the  year  a  differential 
of  about  20  basis  points  will  exist  between  BEF  and  SAIF  insurance  premiums.  The 
market  reaction  to  such  a  differential  will  inevitably  shrink  the  assessment  base, 
diminish  premium  income,  and  increase  risk-taking  activities  that  eventually  could 
generate  higher  insurance  losses. 

The  premium  disparity  could  quickly  lead  to  several  serious  problems.  The  strong 
capital  base  built  by  savings  institutions  is  likely  to  be  eroded  as  competitors  who 

f>ay  an  insurance  premium  six-fold  lower  are  able  to  offer  higher  deposit  rates,  lower 
oan  rates,  and  higher  returns  on  equity.  Because  savings  institutions  generally  spe- 
cialize in  housing  finance,  a  policy-induced  decline  of  these  institutions  will  choke 
off  housing  and  consumer  credit.  This  will  be  particularly  true  for  adjustable  rate 
mortgages  and  the  large  number  of  mortgages  that  do  not  conform  to  secondary 
market  underwriting  criteria,  for  which  savings  institutions  hold  large  market 
shares. 

Over  the  longer  run,  we  should  expect  a  large  premium  disparity  to  create  a  new 
universe  of  problem  institutions  that  again  could  require  taxpayers  to  pay  off  de- 
positors. Higher  premiums  are  like  a  higher  tax  rate  on  SAIF-insured  institutions, 
making  it  hard  for  SAIF  members  to  maintain  their  capital — the  first  line  of  defense 
for  the  FDIC  and  the  taxpayers. 

The  premium  differential  will  encourage  SAIF-insured  institutions  to  engage  in 
a  combination  of  activities  to  avoid  a  competitive  disadvantage  and  to  boost  revenue, 
frequently  increasing  risk  as  a  result.  Like  all  innovative  businesses,  financial  insti- 
tutions will  be  creative  to  remain  competitive.  Among  other  things,  SAEF-insured 
banks  will  seek  to  avoid  or  minimize  trie  premium  differential  by  decreasing  reli- 
ance on  SAIF  deposits.  Institutions  will  further  increase  the  use  of  FHLBank  ad- 
vances or  other  non-deposit  funding  sources.  Other  institutions  will  seek  to  draw  off 
SAEF-insured  deposits  through  customer-initiated  transfers  of  deposits  to  BEF-in- 
sured  subsidiaries. 

Evidence  from  FDIC  call  report  data  indicate  that  a  number  of  bank  holding  com- 
panies with  SAIF/Oakar/Sasser  subsidiaries  may  have  been  pursuing  strategies  to 
shift  deposits  from  SAIF  to  BIF  status  for  a  year  or  more,  and  pursuit  of  such  strat- 
egies is  likely  to  accelerate.  These  actions  are  not  improper.  Rather,  they  are  en- 
lightened business  decisions  under  the  circumstances.  However,  as  a  result,  SAEF's 
premium  income  will  fall,  undermining  its  ability  to  protect  depositors  and  pay  the 
FICO  interest. 

FICO  Bonds 

The  Competitive  Equality  Banking  Act  of  1987  created  the  Financing  Corporation, 
which  issued  long  term  high-interest-bearing  bonds  to  raise  funds  to  help  meet  the 
obligations  of  the  failing  Federal  Savings  and  Loan  Insurance  Corporation  (FSLIC). 
As  it  turned,  out  the  funds  generated  by  the  FICO  bonds  did  not  solve  the  problem. 
When  the  Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  of  1989 
(FERREA)  was  enacted,  Congress  made  good  on  its  promise  to  insure  the  deposits 
at  the  failed  institutions. 

In  restructuring  the  insurance  funds,  however,  Congress  did  not  include  the  cost 
of  FICO  in  appropriations  to  cover  general  insurance  fund  losses,  but  instead  pro- 
vided for  ongoing  payment  of  the  interest  from  premiums  paid  by  SAIF  members. 
In  FIRREA,  Congress  anticipated  two  things  would  occur.  First,  the  SAIF-insured 
deposit  base  was  projected  to  grow  at  a  rate'  of  7  percent  annually.  Instead,  deposits 
have  shrunk  by  about  5  percent  annually,  reducing  aggregate  premium  payments. 
The  burden  of  the  FICO  debt  service  is  actually  double  what  was  projected  in 
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FERREA  since  the  deposit  base  is  now  almost  exactly  half  of  what  was  projected 
under  FTRREA  for  1995.  The  disparity  will  grow  as  the  projected  and  actual  paths 
of  the  deposit  base  diverge  further. 

Congress  did  recognize  that,  even  with  a  projection  of  a  growing  deposit  base,  be- 
cause other  burdens  had  been  imposed  on  the  premium  payment  stream,  the  SAIF 
fund  could  need  assistance  in  capitalizing.  Congress  authorized  Treasury  to  supple- 
ment the  SArF  fund  to  assure  certain  minimum  net  premium  flows  and  net  worth 
levels  each  year  until  1999,  at  which  time  the  fund's  minimum  level  was  to  be  $8.8 
billion.  However,  in  spite  of  the  fact  that  the  deposit  base  was  shrinking  and  it  be- 
came clear  that  high  SAIF  premiums  alone  could  not  prudently  capitalize  the  fund, 
no  appropriation  was  made  to  complete  the  plan  as  Congress  envisioned. 

FICO  payments  today  consume  45  percent  of  SAIFs  annual  premiums,  nearly 
$800  million.  Under  current  conditions,  SAIF  premiums  must  remain  at  least  11 
basis  points  higher  than  BIF  premiums  until  2019  just  to  pay  FICO  interest,  and 
without  regard  to  the  additional  cost  of  capitalization  to  the  target  1.25  percent 
level. 

The  interest  obligation  on  FICO  bonds  is  at  the  heart  of  the  BIF/SAIF  problem. 
The  FICO  costs  are  (1)  preventing  SAIF  premiums  from  capitalizing  SAIF  in  a  rea- 
sonable period  of  time  and  (2)  threatening  to  prevent  market-driven,  fair  competi- 
tion between  BIF-  and  SAIF-insured  institutions.  In  addition,  the  impact  of  the 
FICO  costs  on  SAIF  premiums,  combined  with  the  shrinking  deposit  base  and  loom- 
ing premium  disparity,  imposes  considerable  pressure  on  the  current  structure's 
ability  to  meet  the  debt  service  on  the  FICO  bonds. 

The  SAIF  assessment  base  currently  stands  at  about  $720  billion,  and  has  sta- 
bilized for  the  moment  largely  because  of  deposit  growth  at  Oakar  banks.  However, 
the  assessment  base  likely  would  renew  a  downward  spiral  under  the  pressure  of 
a  large  premium  disparity.  Moreover,  the  portion  of  the  base  available  for  FICO 
debt  service  now  stands  at  only  $478  billion,  a  mere  $150  billion  above  the  amount 
necessary  to  meet  FICO  obligations  at  the  current  premium  structure.  Therefore,  a 
moderate  shrinkage  of  the  FICO-available  assessment  base  in  response  to  a  pre- 
mium disparity  could  easily  trigger  a  FICO  default  within  2  or  3  years. 

The  Case  for  Merger  of  BIF  and  SAIF 

A  merger  of  BIF  and  SAIF  will  forestall  these  problems.  An  insurance  fund  merg- 
er is  simply  good  public  policy.  I  take  a  great  personal  interest  in  this  issue  because 
my  own  professional  background  is  in  the  insurance  business  where  I  practiced  as 
an  actuary.  I  realize  that  some  tenets  of  private  insurance  principles  do  not  apply 
to  Federal  deposit  insurance:  that  is  why  we  have  Federal  provision  of  this  coverage. 
But  many  of  these  basic  principles  are  relevant. 

The  most  basic  insurance  principle,  indeed  a  fundamental  principle  of  economics, 
is  the  law  of  one  price.  It  is  simply  not  viable  to  charge  two  radically  different  pre- 
mium rates  for  the  same  coverage  of  the  same  risk.  Without  increasingly  elaborate, 
burdensome,  and  impractical  regulatory  barriers,  insureds  will  inevitably  gravitate 
toward  the  cheaper  coverage,  creating  substantial  adverse  selection  in  the  price-dis- 
advantaged  pool  of  risks.  This  is  already  a  very  real  phenomenon  between  SAIF  and 
Bff\ 

Furthermore,  a  merged  fund  will  not  only  avoid  this  untoward  risk  selection  but 
will  also  benefit  from  enhanced  diversification  of  risk.  Though  SAIF-insured  thrifts 
and  BW -insured  commercial  banks  are  active  competitors  across  a  wide  range  of  re- 
tail banking  services,  the  "centers  of  gravity"  of  their  existing  books  of  business  are 
still  easily  distinguished.  That  difference  is  a  positive  benefit  to  the  insurer  since 
it  lessens  the  chance  of  simultaneous  losses  from  both  sets  of  institutions. 

A  larger  insurance  fund  will  also  reduce  the  current  risk  concentration  within  the 
SAW  fund.  With  the  contraction  of  the  thrift  sector  in  some  States  via  the  prepon- 
derance of  commercial  bank  acquisitions  of  deposits  in  RTC-mediated  problem  case 
transactions,  a  significant  risk  concentration  has  arisen  for  SAIF  in  west  coast  insti- 
tutions. Though  these  institutions  have  been  traditionally  the  largest  and  most  in- 
novative in  the  savings  and  loan  business  and  remain  strong  competitors  in  the  fi- 
nancial services  market,  the  high  percentage  of  total  SAIF  exposure  in  the  single 
State  of  California  is  something  of  a  concern.  That  proportion  is  significantly  higher 
than  that  State's  share  of  both  total  deposits  and  economic  activity,  large  though 
California  is  as  an  economic  unit.  Plus,  of  course,  California  is  still  relatively  slow 
to  emerge  from  its  overall  economic  downturn  and  real  estate  slump.  Coming  from 
Connecticut,  which  shares  some  of  these  economic  characteristics,  I  sympathize  with 
the  problem  for  the  institutions  and  am  concerned  for  the  exposure  to  SAIF. 

The  concentration  of  risk  to  SAIF  from  its,  say,  top  ten  exposures  is  higher  than 
for  BIF.  This  is  not  simply  a  question  of  size  of  the  SAIF  reserves.  Even  if  SAIF 
were  fully  recapitalized,  as  it  will  be  under  our  proposed  approach,  the  risk  con- 
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centration  would  still  be  greater  than  for  the  much  smaller  National  Credit  Union 
Share  Insurance  Fund  that  covers  credit  unions.  By  contrast,  a  merged  BIF  and 
SAEF  would  have  enhanced  diversification  by  comparison  with  either  fund  on  a 
stand-alone  basis. 

In  addition,  a  newly  capitalized  SAIF  will  bring  an  attractive  dowry  to  the  merg- 
er. It  is  generally  agreed  that  the  RTC  essentially  completed  the  processing  of  its 
caseload  from  the  past  by  the  time  it  ceased  to  accept  new  problem  cases  in  mid- 
year and  that  no  significant  exposures  are  specifically  identifiable  on  the  horizon. 
Thus  the  balance  sheet  of  the  SAIF  is  exceptionally  clean:  it  holds  cash  or  cash 
equivalents  as  assets  on  one  side  of  its  balance  sheet  and  essentially  nothing  but 
unencumbered  reserves  on  the  other.  There  is  no  indication  of  any  significant  level 
of  "incurred  but  not  reported"  losses  within  the  SAIF  fund. 

By  contrast,  the  BIF  fund  does  still  have  a  significant  amount  of  non-cash  assets 
from  past  resolutions  (over  $7  billion),  though  the  FDIC  has  had  an  active  policy 
of  realizing  on  those  physical  assets  and  turning  them  back  to  the  private  sector. 
Now  is  a  propitious  time  to  combine  strength  with  strength  to  secure  the  soundest 
possible  basis  for  the  future. 

Equitable  Nature  of  ACB  Proposal 

We  are  acutely  aware  of  the  understandable  resistance  of  commercial  banks  to 
contribute  to  the  reduction  of  this  problem.  But  that  applies  to  healthier  SAW  insti- 
tutions too.  How  would  you  feel  if  your  institution  were  called  on  to  pay  a  large  spe- 
cial premium  to  capitalize  SAIF?  If  your  institution  never  engaged  in  the  business 
practices  that  helped  to  bring  down  FSLIC  or  contribute  to  RTC  resolution  costs, 
and  your  deposit  insurance  premiums  have  been  drained  off  for  almost  a  decade  to 
fund  someone  else's  problems,  your  feelings  are  probably  clear.  It  isn't  fair  to  be  sin- 
gled out  to  pay  a  special  premium. 

Similarly,  for  BIF-insured  institutions,  it  may  be  hard  to  find  much  appeal  in  hav- 
ing a  portion  of  your  deposit  insurance  premium  diverted  to  help  pay  FICO  bond 
interest  for  the  next  25  years.  Commercial  banks  point  with  pride  to  the  recapital- 
ization of  BIF  without  public  funds,  other  than  significant  levels  of  financing  at  ad- 
vantageous interest  rates.  But  healthy  thrifts  have  paid  far  more  in  deposit  pre- 
miums than  healthy  banks  over  the  15  years  since  the  onset  of  thrift  deposit  prob- 
lems. 

Let's  look  back  to  1980  and  compare  how  much  two  banks,  one  a  BIF  (FDIC) 
member  and  one  a  SAIF  (then  FSLIC)  member  would  have  paid  in  the  intervening 
15  years  assuming  that  they  both  had  the  same  $100  million  of  insured  deposits 
during  this  period. 

Over  the  15  year  period  (1980-1994),  the  BIF  institutions  would  have  paid  about 
$1,835  million  in  FDIC  premiums.  The  similarly  sized,  similarly  capitalized  SAB?- 
insured  institution  would  have  paid  in  $2,606  million,  about  $770,000  more,  or 
roughly  42  percent  more  in  deposit  insurance  assessments.  Obviously,  the  BW  insti- 
tutions have  been  able  to  recapitalize  their  fund,  but  there  must  be  something  ter- 
ribly wrong  with  the  system  if  the  SAIF  member  is  paying  in  42  percent  more  in 
premiums  and  their  fund  still  is  not  capitalized. 

No  matter  who  paid  how  much,  our  entire  deposit  insurance  system  has  a  damag- 
ing overhang  of  financial  obligations.  The  fact  that  this  overhang  was  initiated  in 
the  late  1980's  based  on  flawed  analysis  and  assumptions,  compounded  by  elimi- 
nation of  Federal  authorizations  for  SAIF  in  the  RTC  Completion  Act  of  1993,  offers 
little  consolation.  The  simple  answer  is  that  there  is  no  solution  to  the  SAIF  funding 
problem  that  all  affected  parties  might  regard  as  "fair." 

Pro  rata  sharing  of  FICO  costs  would  mean  that  each  FDIC-insured  institution 
pays  2.4  cents  annually  per  $100  in  deposits  over  the  life  of  the  FICO  bonds.  It  has 
the  virtue  of  being  equally  unfair  to  everyone,  and  thus  as  equitable  as  possible. 

The  funds  would  be  merged  only  after  reaching  full  capitalization,  and  FICO  costs 
would  thus  be  shared  on  a  pro  rata  basis.  Finally,  as  noted  above,  the  FDIC  would 
be  given  sufficient  authority  to  mitigate  the  impact  of  the  special  premium  on  par- 
ticular institutions  where  necessary,  and  availability  of  excess  RTC  funds  would  be 
sought  to  the  extent  possible. 

Charter-Related  Issues 

In  recent  discussions  with  the  American  Bankers  Association,  it  has  become  clear 
that  bankers  would  like  to  move  savings  associations  to  a  bank  charter.  ACB  does 
not  oppose  this  as  a  corollary  of  fixing  the  SAIF  problem  in  1995  through  a  one- 
time capitalization,  pro  rata  FICO  sharing  and  a  merger  of  BW  and  SAIF.  Indeed, 
we  have  had  productive  staff  level  discussions  on  this  point  (and  others)  with  the 
ABA,  which  has  approached  the  rechartering  matter  in  a  constructive  and  prag- 
matic manner.  ACB  is  confident  that  resolution  of  the  issues  between  our  organiza- 
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tions  associated  with  rechartering  can  be  accomplished  on  a  prompt  and  satisfactory 
basis.  ACB  is  prepared,  in  connection  with  efforts  to  fix  the  SAIF  problem  to  accede 
to  rechartering  and  to  work  to  secure  passage  of  necessary  legislation  as  soon  as 
possible.  We  would  hope  that,  once  industry  agreement  is  secured,  this  matter  could 
be  dealt  with  on  a  fast  track  in  1995. 

Significant  issues  have  to  be  dealt  with  in  that  process.  As  we  shall  discuss  fur- 
ther below,  rechartering  legislation  must  be  preceded  by  fixing  the  thrift  bad  debt 
recapture  issue.  Under  current  law,  a  switch  to  a  commercial  bank  charter  would 
require  a  huge  payment  of  past  tax  subsidies  granted  to  our  industry  as  a  home 
lending  incentive.  This  payment  would  be  preceded  by  financial  statement  recogni- 
tion of  the  tax  liability. 

Beyond  rechartering,  let  me  note  that  ACB  is  extremely  interested  in  changer 
modernization.  Ideally,  the  best  features  of  the  bank  and  thrift  charters,  at  both  the 
depository  and  holding  company  level,  should  be  combined  in  the  new  structure. 
ACB  has  recently  joined  eight  other  financial  services  associations,  including  the 
American  Bankers  Association,  to  advocate  this  process.  However,  we  do  not  believe 
that  charter  topics  should  be  allowed  to  delay  a  1995  resolution  of  deposit  insurance 
issues. 

A  threshold  question  of  ownership  structure  inevitably  arises  in  any  discussion  of 
charter  harmonization.  The  mutual  form  of  ownership  has  a  long  history  within  the 
thrift  sector.  Indeed,  the  mutual  form  was  the  exclusive  ownership  structure  in  the 
early  years  of  this  business.  This  ownership  format  is  still  a  significant  element 
within  the  thrift  sector,  even  after  20  years  of  conversions  to  stock  form.  My  own 
institution  is  a  mutual  holding  company  and  looks  to  remain  so  for  the  future. 

When  I  had  the  privilege  of  testifying  before  this  distinguished  Committee  in  the 
last  Congress,  I  emphasized  that  mutuals  should  have  control  of  their  destiny  and 
should  not  be  subjected  to  regulatory  pressure  to  convert  to  stock  form.  The  same 
goes  for  statutory  pressures.  lithe  Congress  were  to  decide  to  combine  the  bank  and 
thrift  charters  in  some  way,  provision  must  be  made  for  the  over  1,000  mutuals  still 
serving  their  communities. 

In  many  cases,  these  mutuals  already  have  State  banking  charters.  There  is  no 
reason  for  the  United  States  Congress  to  impose  any  change  whatever  in  such  cir- 
cumstances. In  the  event  that  such  a  charter  is  not  available  at  the  State  level,  if 
charter  changes  are  imposed  at  the  Federal  level  (or  in  cases  where  the  institution 
voluntarily  seeks  a  commercial  bank  charter)  there  must  be  an  automatic  option  for 
a  mutual  institution  to  acquire  a  national  bank  charter  by  filing  notice  with  the  Of- 
fice of  the  Comptroller  of  trie  Currency. 

Naturally,  on  acquisition  of  this  charter,  the  converted  institution  will  become 
fully  subject  to  all  the  regulations  and  policies  of  the  OCC  but  the  charter  conver- 
sion itself  must  be  automatic  and  the  dice  should  not  be  loaded  against  the  newly 
formed  mutual  national  bank.  This  is  a  matter  of  great  consequence.  Mutuals  have 
served  the  Nation  well  in  both  the  banking  and  insurance  sectors  of  the  financial 
services  business  and  resolving  the  BIF/SAIF  dilemma  should  not  be  allowed  to  ad- 
versely affect  those  institutions. 

I  touched  on  the  holding  company  issue  above.  Complex  issues  of  appropriate  allo- 
cation of  activities  between  the  depository  institution  subsidiary  and  holding  com- 
gany  parent  or  affiliates  inevitably  arise  when  charter  reform  is  considered,  as  this 
ommittee  well  appreciates.  The  flexibility  of  the  unitary  thrift  holding  company 
has  many  features  that  are  attractive  to  commercial  banks,  and  are  likely  to  be  part 
of  the  bank  charter  of  the  future.  The  unitary  thrift  holding  company  is  not  only 
a  valuable  model  for  modernization  of  the  bank  holding  company,  it  is  a  matter  of 
concern  for  savings  banks  that  have  the  option  of  treatment  under  either  the  bank 
or  thrift  holding  company  rules. 

Sound  public  policy  should  focus  on  the  benefits  to  the  consumer  of  integrated 
provision  of  financial  and  other  services.  Anti-tying  rules  should  be  rigorously  en- 
forced but  cross  marketing  synergies  should  be  easily  and  actively  encouraged.  If 
the  customer  is  totally  isolated  within  non-communicating  subsidiaries  of  a  holding 
company,  neither  consumers  nor  shareholders  benefit  from  the  structure  and  may 
as  well  transact  with  and  invest  in  separate  entities.  (For  example,  a  savings  insti- 
tution or  bank  that  has  a  securities  affiliate  should  be  able  to  exchange  customer 
financial  information  to  ensure  that  only  suitable  non-deposit  investment  products 
are  marketed  to  particular  customers  in  the  most  efficient  and  helpful  way  possible.) 

To  maintain  the  availability  of  the  thrift  model,  at  the  very  least  such  integrated 
structures  must  be  grandfathered  within  any  near  term  charter  consolidation.  ACB 
believes  that  this  is  consistent  with  the  philosophy  that  this  Committee  has  applied 
to  the  complex  issue  of  bank  and  bank  holding  company  authorities. 

Parallel  issues  arise  at  the  depository  and  subsidiary  levels.  The  branching  au- 
thority of  Federal  thrifts  was  a  model  for  the  difficult  issue  of  interstate  branching 
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for  commercial  banks.  The  Office  of  Thrift  Supervision  and  its  predecessor,  the  Fed- 
eral Home  Loan  Bank  Board,  was  judicious  in  using  this  authority,  and  ultimately 
allowed  free  use  only  after  interstate  compacts  permitted  widespread  interstate  op- 
erations for  commercial  banks.  Addressing  the  continued  use  of  these  thrift  branch- 
ing authorities  is  important. 

Similarly,  the  Federal  thrift  regulator  has  authorized  prudent  use  of  the  service 
corporation  authority  that  allows  up  to  3  percent  of  assets  to  be  invested  in  subsidi- 
aries that  can  go  beyond  the  limited  activities  available  to  the  thrift  depository. 
Again  these  authorities  have  been  prudently  used  by  OTS.  Since  the  time  of 
FIRREA,  any  investment  in  or  loan  to  such  a  subsidiary  engaged  in  activities  be- 
yond those  available  to  a  national  bank  has  been  automatically  deducted  from  cap- 
ital available  to  meet  regulatory  requirements.  Thus  the  issue  is  not  one  of  safety 
and  soundness  but  one  of  continued  availability  of  modest  expansion  beyond  the  lim- 
ited activities  available  at  the  depository  level.  At  the  very  least,  grandfathering  is 
appropriate. 

The  biggest  dollar  issue  related  to  the  harmonization  of  bank  and  thrift  charters, 
somewhat  ironically,  falls  outside  the  purview  of  the  Banking  Committees  in  Con- 
gress. It  is  a  tax  provision. 

Ever  since  thrifts  became  subject  to  Federal  taxation  in  1952,  special  provisions 
were  made  available  to  allow  the  accumulation  of  adequate  reserves.  Originally, 
these  reserves  were  intended  to  cover  the  possibility  of  Depression-era  bad  debt  ex- 
posures. Subsequently,  the  special  provision  was  recognized  as  simply  an  incentive 
to  maintain  housing  investment  and  origination  levels. 

The  special  reserve  addition  was,  for  the  first  decade  of  formal  exposure  to  Fed- 
eral taxation,  set  at  100  percent  of  taxable  income.  That  percentage  was  then  low- 
ered to  60  percent.  From  1969  to  1979,  the  percentage  was  phased  down  from  60 
percent  to  40  percent.  Further  action  lowered  the  effective  percentage  to  32  percent 
until,  in  the  1986  Tax  Reform  Act,  the  percentage  was  reduced  to  its  current  8  per- 
cent level. 

Consequently,  the  availability  of  this  special  thrift  method  is  less  significant  on 
a  go-forward  basis  than  before:  each  year  the  annual  "layer"  of  thrift  special  bad 
debt  deduction  is  far  thinner  than  it  was  under  prior  law.  In  fact,  many  institutions 
have  not  used  the  special  thrift  method  in  recent  years  since  the  experience  reserve 
method  available  to  both  thrifts  and  (small:  under  $500  million  in  assets)  banks  pro- 
vided larger  tax  benefits. 

But  the  entire  past  accumulation  of  these  reserves  is  extremely  significant,  even 
though  current  and  future  additions  are  negligible.  These  reserve  amounts  are  in- 
cluded within  the  thrift  institution's  capital  accounts,  with  merely  a  footnote  disclo- 
sure under  generally  accepted  accounting  principles.  These  amounts  have  not  been 
tax-effected  and  their  loss,  via  loss  of  eligibility  as  a  thrift  to  use  of  this  provision, 
would  involve  an  immediate  reduction  of  both  GAAP  and  regulatory  capital  by  the 
full  amount  of  the  tax  liability  from  their  loss.  This  deduction  would  be  immediate 
under  GAAP  even  if  the  actual  absorption  of  the  reserve  into  the  taxable  income 
stream  and  the  resultant  tax  liability  were  to  be  deferred. 

(In  fact,  only  pre-1988  reserves  are  subject  to  this  immediate  reduction  of  GAAP 
and  regulatory  capital.  Since  1988,  tax  provision  has  been  made  on  the  financial 
statements  for  the  additions  to  this  tax  reserve  but,  as  outlined  above,  those  recent 
annual  additions  have  been  very  small.  The  bulk  of  the  reserve  is  in  the  pre-1988 
"layers"  definitely  subject  to  this  problem.) 

We  recognize  the  difficulty  of  handling  issues  that  fall  into  the  jurisdictions  of 
separate  Committees  in  both  the  Senate  and  House.  But  this  is  an  item  of  para- 
mount importance  that  argues  for  extreme  delicacy  in  the  treatment  of  charter 
alignment.  The  SAIF  members  of  ACB  have  braced  themselves  to  cut  one  large 
check  to  resolve  these  problems.  They  cannot  afford  to  cut  another  because  of  these 
tax  ramifications. 

Charter  Differences  and  Potential  Premium  Disparity 

Some  bankers  have  argued  that  the  higher  SArF  premium  is  reasonable  as  a  price 
to  be  paid  for  the  "advantages"  of  a  thrift  charter.  The  fact,  however,  is  that  the 
marketplace  does  not  value  and  has  never  valued  the  thrift  charter  as  much  as  a 
commercial  bank  charter.  If  the  charter  were  more  valuable  than  the  bank  charter, 
we  would  expect  it  to  be  reflected  in  price/earnings  multiples  of  publicly  traded 
stocks,  but,  of  course,  as  we  have  seen  above,  it  is  not.  Commercial  banks  nave  not 
been  converting  to  thrifts  in  noticeable  numbers,  either  recently  or  historically:  the 
movement  has  been  in  the  other  direction.  Our  industry  has  never  had  the  broad 
lending  authority  commercial  banks  enjoy,  although  we  have  the  more  flexible  hold- 
ing company  structure  and  minor  advantages  in  the  service  corporation  subsidiary 
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activities  area.  The  market  clearly  says  the  net  advantage  is  on  the  commercial 
bank  side. 

Some  have  attempted  to  justify  a  premium  disparity  today  by  reference  to  the  his- 
torical Regulation  Q  interest  rate  differential.  That  differential,  which  allowed 
thrifts  to  pay  first  50  then  25  basis  points  more  on  savings  accounts  than  banks, 
was  repealed  in  the  early  1980's.  It  represented  a  public  policy  decision  to  use  the 
system  of  deposit  interest  rate  controls  to  attract  savers'  dollars  to  fund  mortgages, 
which  at  the  time  meant  long-term,  fixed-rate  mortgages.  It  increased  thrifts'  cost 
of  funds,  but  obviously  helped  in  the  market  share  sense.  The  only  area  of  rate  con- 
trol still  left,  however,  is  one  of  vast  advantage  to  commercial  banks:  interest  free 
corporate  checking  accounts.  For  years,  banks  Kept  thrifts  out  of  all  checking,  until 
NOW  accounts  were  invented  by  New  England  thrifts,  and  to  this  day  commercial 
banks  overwhelmingly  dominate  the  corporate  checking  business.  Statutory  restric- 
tions have  hobbled  thrift  efforts  to  penetrate  this  area.  Who  got  the  better  of  this? 
Again,  simply  look  at  how  the  market  values  the  two  types  of  companies. 

There  is  a  clear  distinction  between  the  market  impact  of  paying  a  higher  rate 
to  customers,  as  Reg  Q  originally  permitted  to  thrifts,  and  paying  a  higher  rate  to 
a  Federal  entity  for  the  same  insurance  coverage  as  a  business  competitor.  Further- 
more, in  the  days  of  rate  ceilings  and  regulatory  barriers  between  the  segments  of 
the  deposit  market,  thrifts  had  "private  territories"  within  which  additional  profits 
could  be  earned  to  afford  the  higher  rates  offered  to  depositors. 

On  the  deposit  side,  commercial  bank  activity  in  the  term  deposit  market  has  in- 
creased sharply  at  the  retail  level.  Many  have  forgotten  that,  20  years  ago,  most 
commercial  banks  did  not  pursue  retail  CD  business.  That  is  not  the  case  today. 
Plus,  of  course,  the  competition  from  mutual  funds  and  brokerage  houses  has  never 
been  stronger.  Even  the  Federal  Home  Loan  Bank  System  is  no  longer  restricted 
to  thrift  institutions.  There  is  simply  nowhere  to  go  to  earn  the  20  basis  points  need- 
ed to  pay  the  BIF/SAIF  differential  in  today's  completely  competitive  environment. 

Past  Premium  Differences  Modest 

This  analysis  also  applies  to  the  more  modest  deposit  insurance  premium  differen- 
tials that  are  sometimes  dragged  into  the  debate  to  argue  that  thrifts  can  afford  to 
pay  a  higher  rate  than  banks.  It  is  true  that  for  over  four  decades,  while  the  FDIC 
routinely  rebated  roughly  one-half  of  its  regular  8  basis  point  annual  premium,  the 
thrift  fund,  the  FSLIC,  charged  the  full  8  basis  points.  The  four  basis  point  differen- 
tial was  manageable  within  the  compartmentalized  system  of  business  in  those 
days,  but  has  little  relevance  now. 

In  1985,  as  the  threat  to  both  FDIC  and  FSLIC  became  clearer,  the  FDIC  stopped 
its  rebates  and  the  FSLIC  imposed  additional  special  assessments  of  12  basis  points. 
Though  the  conditions  of  the  late  1980's  were  admittedly  abnormal,  the  results  of 
this  discrepancy  were  hardly  encouraging  and  the  disparity  was  completely  removed 
by  FDICIA  in  1991  on  the  assumption  that,  though  independently  calculated,  BEF 
and  SAIF  rates  would  be  close  together.  The  impact  of  a  prolonged  20  basis  point 
differential  would  be  catastrophic.  The  willingness  of  SAIF-insured  institutions  to 
make  a  $6.1  billion  immediate  premium  payment  to  avoid  the  disparity  is  clear  evi- 
dence of  how  serious  the  impact  would  be. 

Effects  of  Delay  in  Resolution 

Given  the  complexity  of  the  issues,  I  have  discussed,  some  may  argue  for  further 
study  and  delay  of  legislative  action.  That  is  for  the  Congress  to  decide,  but  I  do 
not  believe  that  delay  is  advisable.  Does  anyone  profit  from  such  a  delay?  Not  really. 
To  the  extent  that  SAIF  institutions  become  less  effective  competitors  of  commercial 
banks  as  the  result  of  a  sustained  premium  disparity,  some  commercial  banks  may 
anticipate  financial  benefits.  In  particular,  those  banks  seeking  to  expand  may  hope 
to  acquire  thrift  franchises  at  prices  that  have  been  artificially  depressed  because 
of  past  Government  policy. 

Consumers  certainly  will  not  benefit,  as  they  will  find  fewer  places  to  shop  for 
financial  services.  Those  who  have  benefited  from  savings  institution's  community 
orientation  and  focus  on  portfolio  mortgage  lending  will  feel  the  consequences  of 
thrift  industry  contraction  most  particularly. 

Taxpayers  will  be  put  more  and  more  at  risk  as  the  pool  of  SAIF-insured  banks 
shrinks  and  the  remaining  SAIF  institutions  become  increasingly  weakened  because 
of  the  competitive  disadvantage  caused  by  the  premium  disparity.  FICO  bond- 
holders may  not  be  paid  and  the  entire  structure  of  the  agency  debt  markets  would 
inevitably  be  adversely  affected. 

In  the  end,  the  banking  industry  as  a  whole  will  be  harmed  by  another  deposit 
insurance  crisis,  which  the  public  will  associate  with  FDIC  as  a  whole,  not  with  one 
of  its  constituent  funds. 
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Congress  Must  Act  Now 

Unless  Congress  changes  the  rules  of  the  game,  institutions  insured  by  the  Sav- 
ings Association  Insurance  Fund  will  soon  have  to  pay  much  higher  deposit  insur- 
ance premiums  than  competing  organizations  insured  by  the  Bank  Insurance  Fund. 
Savings  institutions'  customers,  their  communities,  and  ultimately  the  taxpayers, 
would  bear  the  brunt  of  this  disparity. 

Congress  has  time — but  not  much  time — to  act.  The  premium  disparity  will  be- 
come a  reality  by  the  end  of  1995.  In  the  1980's,  many  in  Congress  expressed  their 
frustration  with  the  industry  for  not  having  forewarned  them  of  an  impending  prob- 
lem. Today  the  savings  institution  industry  is  alerting  Congress  to  a  problem  that 
is  beginning  to  affect  the  industry  now  and  may  have  serious  economic  consequences 
in  the  next  2  to  3  years.  Congress  should  take  early  action  to  reassure  insured  insti- 
tutions, the  markets,  and — most  importantly — depositors  and  taxpayers  that  it  will 
maintain  a  stable  financial  system. 

In  conclusion,  I  would  like  to  thank  the  Committee  for  the  leadership  it  has  dem- 
onstrated, and  for  this  opportunity  to  express  the  views  of  America's  Community 
Bankers.  I  would  be  happy  to  address  any  questions  that  you  may  have. 

Appendix 

Current  State  of  the  Thrift  Sector  and  Impact  on  Merger 

BIF-insured  institutions  should  not  be  concerned  at  the  inclusion  of  SAEF  institu- 
tions within  their  risk  pool.  The  savings  institution  industry  has  now  operated  prof- 
itably for  over  4  years.  These  companies  have  successfully  weathered  some  oi  the 
most  tumultuous  years  for  banking  in  living  memory.  Earnings  for  1993  were  the 
highest  in  15  years,  and  despite  the  rising  interest  rates  of  1994,  earnings  in  1994 
were  down  only  modestly  from  1993.  In  June,  the  FDIC  reported  on  first  quarter 
1995  financial  performance  for  all  insured  savings  institutions.  Savings  institutions 
in  total  earned  $1.74  billion  in  the  first  quarter  of  1995,  which  if  continued,  would 
put  1995  earnings  on  a  pace  to  meet  or  exceed  the  previous  year's  earnings. 

The  return  to  nistoric  levels  of  profitability  for  the  savings  institution  industry  is 
a  welcome  development  and  one  that  should  continue.  In  the  past,  thrift  (savings) 
institutions  were  encouraged  by  tax  and  regulatory  policy  to  concentrate  their  lend- 
ing in  residential  mortgages,  which  were  traditionally  a  low-risk,  low  margin  seg- 
ment of  the  lending  industry.  Even  during  their  best  years,  savings  institution's 
earnings  were,  on  average,  25  percent  lower  than  of  commercial  banks,  based  on  Re- 
turns on  Assets.  Returns  on  equity  were,  on  average,  15  percent  lower  at  thrift  in- 
stitutions than  at  commercial  banks  and  trust  companies. 

As  recent  earnings  figures  show,  the  industry  has  generally  returned  to  a  competi- 
tive equilibrium  after  the  disruptions  of  the  1980's.  Earnings  for  the  savings  institu- 
tion industry,  excluding  California,  are  about  as  good  as  they  have  ever  been,  but 
are  somewhat  short  of  the  performance  of  the  commercial  bank  sector.  On  the  other 
hand,  the  credit  risk  exposure  of  the  traditional  savings  institutions  is  less  than  for 
a  commercial  bank  so  that  the  risk  of  catastrophic  loss  is  typically  lower. 

Overall,  including  California,  earnings  at  savings  institutions  are  below  commer- 
cial bank  earnings  which  have  recently  hit  record  levels.  The  return  on  assets  for 
all  savings  institutions  in  1994  was  0.66  percent  (66  basis  points).  The  comparable 
figure  for  commercial  banks  was  1.15  percent,  almost  twice  as  high  per  dollar  of  as- 
sets. 

Much  has  been  made  about  the  appreciation  of  savings  institution's  stock  prices 
over  the  past  half  year  or  so.  Some  have  claimed  that  this  rise  in  stock  prices  is 
evidence  that  there  is  no  problem  with  SAIF,  and  that  all  must  be  well  with  savings 
institutions  in  the  capital  markets. 

It  is  true  that  share  prices  for  both  banks  and  savings  institutions  have  gone  up 
appreciably  in  the  first  6  months  of  1995.  Depending  on  the  index  one  looks  at,  large 
commercial  banks  and  thrifts  have  outperformed  the  broader  market  through  June 
of  this  year.1  The  increase  in  thrift  share  prices  was  driven  largely  by  the  rally  in 
long  and  intermediate  term  bonds  (via  the  reduction  in  interest  rates)  during  that 
period.  To  the  extent  that  thrift  stock  prices  rose  faster  than  other  stock  prices  it 
is  because  thrift  institutions  are  deemed  generally  more  interest-rate  sensitive  than 
other  financial  institutions  and  thus  benefited  more  from  declining  rates.  Although 
savings  institutions  have  restructured  their  operations  in  order  to  be  much  less  in- 
terest-rate sensitive  than  they  were  10  or  15  years  ago  (at  the  cost  of  lower  current 


*For  example,  according  to  Advest,  Inc.,  price  performance  indices  for  the  first  half  of  1995 
are  as  follows  (YTD  Return):  Regional  Banks — 15.7  percent;  Thrifts — 26.6  percent;  Large  Com- 
mercial Banks — 27.8  percent;  Standard  &  Poor's  500 — 19.1  percent;  Dow  Jones  Industrials — 19.6 
percent. 
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net  interest  income)  they  do  remain  somewhat  vulnerable  to  changes  in  interest 
rates. 

The  recent  run  up  in  share  prices  looks  impressive,  but  it  all  depends  on  where 
you  started  from.  Savings  institutions  still  remain  undervalued  compared  to  banks. 
The  increase  in  stock  prices  is  actually  the  result  of  thrift  institution  share  prices 
catching  up  from  earlier,  very  low  valuations  relative  to  banks  and  other  businesses. 

Savings  institutions  still  sell  at  decidedly  lower  multiples  of  book  value  compared 
to  commercial  banks.  At  the  end  of  June  1995,  commercial  banks  were  priced  by 
the  market  at  159  percent  of  their  book  value.  Savings  institutions  were,  on  aver- 
age, trading  at  only  113  percent  of  book  value,  fully  45  percentage  points  lower.2 

It  is  not  clear  to  what  extent  the  potential  BIF/SAIF  premium  disparity  is  affect- 
ing stock  prices.  Obviously,  the  investment  analyst  community  must  speak  for  them- 
selves, but  anecdotal  evidence  suggests  that  most  stock  analysts  are  convinced  that 
the  government  will  not  permit  such  an  unfair  and  self-destructive  situation  to 
occur  as  the  pending  20  basis  point  premium  disparity. 

In  sum,  savings  institution's  financial  health  has  returned  to  being  about  as  good 
as  it  has  ever  been,  but  in  today's  highly  competitive  financial  services  market,  that 
performance  is  severely  menaced  by  the  premium  disparity  issue. 
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Mr.  Chairman,  I  am  Howard  McMillan,  President  and  Chief  Operating  Officer  of 
Deposit  Guaranty  National  Bank  in  Jackson,  Mississippi,  and  President  of  the 
American  Bankers  Association.  The  American  Bankers  Association  is  the  only  na- 
tional trade  and  professional  association  serving  the  entire  banking  community, 
from  the  smallest  banks  to  the  largest  bank  holding  companies.  ABA  members  hold 
about  90  percent  of  the  industry's  total  assets.  Approximately  94  percent  of  ABA 
members  are  community  banks  with  less  than  $500  million  in  assets. 

I  am  pleased  to  be  here  today  to  speak  to  the  Committee,  and  I  thank  you,  Mr. 
Chairman,  for  holding  this  hearing.  It  is  very  important  that  all  interested  parties 
have  an  opportunity  to  discuss  the  myriad  issues  surrounding  the  Savings  Associa- 
tion Insurance  Fund  (SAIF),  the  Financing  Corporation  (FICO)  bonds,  and  the  fu- 
ture of  the  S&L  industry.  These  issues  have  generated  a  lot  of  emotion — but  it  is 
important  that  actions  be  based  on  the  facts,  and  we  are  confident  that  today's  hear- 
ing will  help  get  the  facts  on  the  table. 

In  my  statement  this  morning,  I  would  like  to  emphasize  three  key  points. 

•  First,  Bank  Insurance  Fund  premiums  should  be  reduced.  The  banking  industry 
has  completed  full  recapitalization  of  the  Bank  Insurance  Fund  (BIF)  to  the  des- 
ignated reserve  ratio — without  any  cost  to  taxpayers.  Banks  deserve,  and  the  law 
requires,  that  BW  premiums  be  reduced. 

•  Second,  S&L  problem  should  be  properly  defined.  This  may  sound  very  elemen- 
tary, but  it  is  not.  The  issues  are  complex  and  fundamental  to  the  S&L  charter 
itself.  Moreover,  an  attempted  solution  to  an  ill-defined  problem  can  lead  to  bad 

?ublic  policy. 
'hird,  resolution  to  the  S&L  situation  should  be  final  and  comprehensive.  In  our 
recent  letter  to  you,  Mr.  Chairman,  we  outlined  the  elements  of  a  final  and  com- 
prehensive resolution.  A  key  element  is  the  elimination  of  a  separate  S&L  char- 
ter— otherwise,  Congress  and  the  taxpayers  will  likely  find  themselves  in  the 
unenviable  position  of  dealing  with  yet  another  S&L  crisis  in  the  future. 

In  recent  weeks,  some  encouraging  events  have  taken  place.  First,  FDIC  officials 
have  indicated  to  us  that  the  FDlC  Board  will  soon  schedule  a  meeting  to  finalize 
the  rule  on  BB?  premium  reductions,  including  a  mechanism  for  refunding  over-pay- 
ments. And  second,  the  S&L  industry  has  endorsed  the  proposition  that  SAB?  mem- 
bers should  pay  to  fully  capitalize  their  fund  and  with  no  bank  contributions.  As 
I  said  in  my  letter  to  you,  Mr.  Chairman,  with  these  two  critical  issues  addressed, 


2Source  is  "Advest  Banking  Cap6ule"  July  1995.  Similar  results  are  available  from  SNL  Secu- 
rities and  major  brokerage  houses  that  track  a  broad  base  of  financial  institution  stock  perform- 
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ABA  is  now  in  a  position  to  work  with  Congress  on  the  issues  related  to  SAW  and 
the  future  of  the  S&L  industry. 

Let  me  now  turn  to  a  more  detailed  discussion  of  the  three  points  presented 
above.  Many  of  these  comments  help  to  answer  the  questions  you  posed  in  the  invi- 
tation letter.  To  make  sure  I've  addressed  specifically  your  questions,  I've  attached 
to  my  statement  answers  to  each. 

BIF  Premiums  Should  Be  Reduced 

Banks  have  paid  over  $5.5  billion  per  year  in  premiums  for  the  last  4  years  to 
recapitalize  the  BIF.  We  have  paid  the  full  cost  of  the  losses  related  to  over  1,300 
bank  failures  over  the  last  decade — without  any  taxpayer  cost.  We  have  recapitalized 
the  BIF,  just  as  we  pledged  to  do,  and  have  done  so  a  decade  ahead  of  schedule. 
At  the  same  time,  the  banking  industry  has  improved  its  asset  quality,  significantly 
increased  capital,  and  become  operationally  more  efficient.  This  has  not  been  easy — 
it  has  had  an  impact  on  bank  customers  and  the  communities  they  serve. 

Now  that  the  BIF  has  reached  the  designated  reserve  ratio,  banks,  their  cus- 
tomers, and  their  communities  are  entitled  to  the  benefits  of  lower  insurance  pre- 
miums. The  law  on  this  issue  is  quite  dear — the  FDIC  must  take  action  to  reduce 
BIF  premiums. 

It  is  important  for  Committee  Members  to  understand  how  bankers  view  propos- 
als for  them  to  contribute  to  SAIF  or  FICO.  I've  talked  to  bankers  across  the  coun- 
try this  year  and  this  is  what  I  find:  they  feel  it  would  be  a  cruel  irony  to  "reward" 
banks  for  rebuilding  BIF  so  quickly  by  now  requiring  them  to  pay  for  S&L's  prob- 
lems as  well.  As  one  banker  said  to  me:  "While  we  would  all  like  someone  to  help 
pay  our  debts,  that  doesn't  mean  we  should  pay  off  our  neighbor's  car  loan  or  mort- 
gage." Later  in  this  testimony,  I  will  be  outlining  our  thoughts  on  ways  to  address 
the  issues  surrounding  SAIF  and  FICO.  In  that  process,  we  know  that  banks  may 
well  be  asked  to  contribute  financially.  However,  we  do  want  the  Committee  to  un- 
derstand that  what  is  being  asked  is  very  difficult  for  banks  to  swallow  and  why 
bankers  feel  that  way. 

Banks  are  being  asked  in  various  proposals  to  contribute  financially  to  a  situation 
that  bankers  believe  they  did  not  create  and  is  not  their  responsibility.  Banks 
worked  very  hard  to  rebuild  their  fund,  and  banks  have  yet  to  be  shown  clearly  why 
they  should  pay  for  obligations  relating  to  S&L's,  their  most  direct  competitors,  or 
the  previous  S&L  rescue  packages. 

To  the  contrary,  bankers  strongly  believe  they  were  told  by  Congress — during  con- 
sideration of  FIRREA  when  the  S&L  insurance  fund  was  moved  to  the  FDIC  (some- 
thing banks  certainly  didn't  like) — that  this  would  never  lead  to  banks  having  to 
pay  for  S&L's  or  to  there  being  some  implication  that  bank  and  S&L  insurance  obli- 
gations were  linked.  Yet,  this  is  exactly  what  some  are  telling  us  today — that  there 
is  a  linkage.  When  banks  agreed  in  FDICIA  to  recapitalize  BIF  without  any  cost 
to  the  taxpayer,  they  were  told  by  Congress  that  BIF  and  SAEF  would  be  kept  sepa- 
rate when  premium  levels  were  determined — in  fact,  this  "promise"  was  written  di- 
rectly into  the  law.  Yet  now  some  are  telling  bankers  that  premium  determinations 
should  be  linked.  During  FDICIA,  it  was  agreed  that  bank  premium  levels  should 
be  set,  once  BIF  was  recapitalized  through  higher  premiums  to  the  1.25  percent  des- 
ignated reserve  ratio,  at  the  level  necessary  to  "maintain"  the  fund  at  1.25  percent. 
Yet  now  some  are  telling  bankers  they  should  pay  a  premium  of  4  cents  or  so  per 
$100  dollars  of  deposits  regardless  of  the  size  of  the  fund.  It  is  not  surprising,  there- 
fore, that  many  bankers  believe  they  are  just  a  convenient  source  of  money  for  an 
S&L  rescue  package  at  a  time  of  budget  restraints — without  any  real  justification 
for  using  bank  money  and  despite  earlier  assurances  that  banks  would  not  ulti- 
mately be  asked  to  pick  up  the  tab  for  S&L  problems.  To  bankers,  these  proposals, 
in  economic  terms,  are  nothing  more  than  a  tax  on  bank  deposits  to  cover  another 
phase  in  the  S&L  rescue.  As  you  can  see,  this  is  an  issue  that  bankers  feel  very 
strongly  about. 

Despite  these  strongly  held  feelings,  the  banking  industry  has  put  forth  a  com- 
prehensive plan  to  address  SArF,  FICO,  and  the  future  of  the  S&L  industry,  and 
we  do  want  to  work  with  the  Committee  to  resolve  this  seemingly  endless  issue,  and 
to  resolve  it  in  a  manner  that  we  can  all  be  assured  that  it  will  never  come  back. 

The  S&L  Problem  Should  be  Correctly  Defined 

If  the  Congress  and  the  American  public  are  to  be  assured  there  isn't  going  to 
be  yet  another  S&L  bill  in  the  near  future,  it  is  important  to  define  the  problem 
correctly  and  to  fully  address  it.  This  is  why  ABA  has  been  trying  so  hard  to  present 
policymakers  with  the  facts  about  the  health  of  S&L's. 

Last  fall,  horror  stories  began  circulating  about  the  SAEF  collapsing  and  the  possi- 
bility of  a  default  on  FICO  bond  interest.  ABA  had  been  following  the  situation 
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closely,  and  we  were  convinced  that  the  facts  did  not  support  these  doomsday  sce- 
narios. We  believe  that  our  economic  analysis  has  been  shown  to  be  correct.  The 
facts  are  now  clear — that  the  health  of  the  S&L  industry  continues  to  improve;  the 
SAIF  assessment  base  grew  during  the  last  two  quarters;  and  S&L  stock  prices  have 
risen  over  25  percent  since  FDIC  first  announced  its  intention  to  lower  BIF  pre- 
mium rates,  out-performing  both  the  S&P  500  and  the  banking  industry  (see  Chart 
1).  Reflecting  the  continued  improvement  in  the  condition  of  the  industry,  the  FDIC 
recently  made  significant  downward  adjustments  in  their  loss  projections  for  SAIF. 
Simply  put,  the  pessimistic  scenarios  of  an  overwhelming  and  immediate  crisis  in 
the  S&L  industry  that  would  threaten  its  ability  to  meet  its  financial  obligations 
have  simply  not  materialized. 
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Chart  1 

However,  a  number  of  policymakers  have  told  us  they  believe  there  is  a  long-term 
problem  that  needs  to  be  addressed.  It  is  the  stability  of  the  SAIF  assessment  base, 
even  if  there  were  no  differential  in  deposit  insurance  premium  rates,  that  concerns 
these  policymakers.  They  believe  the  SAIF  base  will  continue  to  narrow  and  is,  per- 
haps, too  concentrated  in  California,  making  it  vulnerable  even  after  it  is  fully  cap- 
italized. 

These  questions  about  the  long-term  stability  of  the  SAIF  base  are  legitimate; 
they  deserve  very  careful  consideration.  However,  it  is  important  to  recognize  that 
if  this  is  the  fundamental  concern,  the  solution  must  look  to  the  viability  of  the  S&L 
charter  itself — it  is  not  enough  to  simply  capitalize  the  SAIF  and  assure  payment  of 
FICO  interest,  because  the  issue  of  the  SAIF  assessment  base  will  not  have  been 
solved. 

Capitalizing  SAIF  and  spreading  the  FICO  payment  will  put  more  money  into 
SAIF  and  help  S&L  profitability,  but  these  actions  are  not  a  comprehensive  solution 
to  these  policymakers'  concerns  about  the  SAIF  base  situation.  S&L  executives  have 
told  us  tnat  a  piecemeal  solution  may  well  exacerbate  the  situation  because  it  will 
be  read  to  mean  that  a  comprehensive  solution  is  not  forthcoming  in  a  timely  fash- 
ion. The  S&L  charter  will  continue  to  lose  value  and  there  may  well  be  a  rush  to 
leave  the  S&L  industry  and  the  SAIF  through  any  means  possible.  As  one  S&L  ex- 
ecutive recently  said,  "No  one  will  want  to  be  the  last  one  at  the  party  when  the 
lights  go  out." 

If  there  is  a  legitimate  policy  concern  over  the  stability  of  the  SAIF  assessment 
base,  it  raises  a  fundamental  question:  is  there  a  need  for  a  separate  thrift  charter 
in  today's  financial  marketplace?  Given  the  record  of  the  last  decade,  can  we,  in  fact, 
afford  to  have  a  separate  S&L  charter  that  simply  doesn't  seem  to  work? 

Prior  to  our  recent  letter  to  you,  Mr.  Chairman,  we  had  had  numerous  discussions 
with  policymakers  and  S&L  executives  about  the  viability  of  the  S&L  charter.  We 
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found  that  the  great  majority  believed  that  the  S&L  charter  was  simply  no  longer 
viable  and  that  it  was  simply  too  risky  from  an  economic  point  of  view — and  from 
the  taxpayers'  point  of  view — to  try  to  maintain  the  increasingly  artificial  distinction 
between  banks  and  thrifts.  Furthermore,  the  massive  shifts  in  housing  finance — in- 
cluding the  role  of  Fannie  Mae  and  Freddie  Mac  and  the  increased  participation  of 
both  mortgage  and  commercial  banks — have  lead  many  to  question  ihe  need  for  a 
Government-created,  specialized  portfolio  lender.  This  is  not  to  say  that  many 
S&L's,  even  after  a  charter  conversion,  will  not  continue  to  focus  on  mortgage  lend- 
ing, as  many  commercial  banks  also  do.  It  simply  means  that  there  is  no  longer  any 
real  need,  especially  considering  the  proven  risks  to  the  taxpayer,  to  maintain  a  sep- 
arate charter. 

Since  our  recent  letter,  we  have  been  called  by  numerous  S&L  executives  telling 
us  that  they  agree  completely  with  out  recommended  solution  and  that  the  separate 
S&L  charter  should  be  eliminated.  Some  adjustments — for  example,  to  address  the 
question  of  mutual  S&L's  and  the  S&L  bad  debt  reserve — will  be  needed,  but  we 
believe  these  can  be  worked  out  in  a  timely  fashion. 

This  resolution  will  not  change  the  competitive  landscape.  S&L's  will  compete  just 
as  they  do  today,  but  under  a  bank  charter.  However,  the  Congress  will  never  again 
face  another  S&L  rescue  legislation. 

The  Solution  Must  Be  Comprehensive 

It  is  critical  that  any  solution  be  comprehensive,  and  that  includes  elimination  of 
the  separate  charter.  Anything  short  of  that  will  inevitably  lead  to  another  economi- 
cally and  politically  painful  S&L  rescue  bill.  There  are  many  elements  that  con- 
stitute a  comprehensive  solution.  We  have  outlined  these  in  our  letter  to  you  Mr. 
Chairman,  and  to  Chairman  Leach,  the  Secretary  of  the  Treasury,  and  the  Chair- 
man of  the  FDIC.  The  remainder  of  my  testimony  will  discuss  these  elements. 

Elements  of  a  Comprehensive  Solution 

Thrift  should  be  responsible  for  capitalizing  the  SAIF 

The  banking  industry  recapitalized  the  BIF  on  its  own,  and  we  see  no  reason  why 
SAIF  members  should  not  do  the  same  for  their  fund — the  thrift  industry  is  clearly 
capable  of  capitalizing  the  SAIF  without  help  from  banks  or  others. 

To  their  credit,  the  S&L's  have  agreed  to  do  so  by  paving  a  special  premium  that 
will  bring  the  SAIF  up  to  the  designated  reserve  ratio.  We  applaud  the  thrift  indus- 
try for  stepping  up  to  meet  their  financial  obligation  to  the  fund  and  to  their  deposi- 
tors. This  pledge  by  the  S&L's  to  capitalize  the  SAIF  is  a  critical  element  in  the 
design  of  a  comprehensive  solution  to  the  over-all  situation.  We  think  the  timing 
of  that  recapitalization  should  be  carefully  considered.  While  SAIF  is 
undercapitalized,  there  are  no  apparent  threats  to  its  viability  in  the  near  future. 
We  would  suggest  the  Committee  carefully  consider  whether  that  recapitalization 
payment  needs  to  be  made  all  at  one  time,  given  the  very  large  "hit"  it  will  cause. 
A  number  of  S&L's,  and  banks  with  Oakar  deposits,  have  expressed  strong  concerns 
to  us  about  this  issue. 

Bank  premiums  should  be  reduced 

The  Federal  Deposit  Insurance  Corporation  Improvement  Act  (FDICIA)  requires 
the  FDIC  to  reduce  bank  premiums  once  the  Bank  Insurance  Fund  (BIF)  reaches 
the  1.25  percent  designated  reserve  ratio.  There  is  significant  evidence  that  this 
level  has  now  been  reached — in  fact,  our  projections  show  that  the  BIF  was  fully 
capitalized  in  April.  The  FDIC's  own  Chief  Financial  Officer,  William  Longbrake, 
has  publicly  stated  that  he  believes  that  the  BIF  recap  was  probably  completed  in 


We  have  recently  received  assurances  from  the  FDIC  Board  that  it  will  meet 
shortly  to  finalize  the  BIF  premium  reduction  rule,  which  will  include  a  mechanism 
for  refunding  the  overpayments  made  by  BIF  members. 

The  BIF  premium  should  be  set  to  maintain  the  fund  at  the  1.25  percent 
designated  reserve  ratio 

We  believe  that  the  law  requires  the  FDIC  to  set  BW  premiums  so  as  to  maintain 
the  fund  at  the  1.25  percent  level.  Moreover,  we  believe  that  the  FDIC  cannot  inten- 
tionally set  assessments  to  generate  assessment  income  which  it  predicts  will  in- 
crease the  reserve  ratio  above  the  designated  reserve  ratio.  The  statute  is  clear  on 
this  issue,  and  it  is  consistent  with  the  understanding  between  Congress  and  the 
banking  industry  about  its  obligations  to  rebuild  the  Bank  Insurance  Fund. 

The  law  contains  a  specific  exception  for  increasing  the  designated  reserve  ratio 
above  1.25  percent  if  the  FDIC  "Board  of  Directors  determines  [such  action]  to  be 
justified  for  that  year  by  circumstances  raising  a  significant  risk  of  substantial  fu- 
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ture  losses  to  the  fund."1  This  explicit  exception  is  further  evidence  of  Congressional 
intent  that  the  1.25  percent  level  should  not  be  exceeded  under  normal  cir- 
cumstances. Clearly,  there  is  no  justification  at  this  time  for  exercising  this  excep- 
tion to  raise  the  designated  reserve  level,  given  the  current  vitality  of  the  banking 
industry.  In  fact,  a  strong  argument  can  be  made  that  the  1.25  percent  level  is  too 
high,  given  the  significant  changes  made  in  FDICIA  that  lower  the  probability  of 
failure  and  the  cost  of  resolving  institutions  that  do  fail. 

Statistical  information  accompanying  the  FDIC's  initial  proposal  to  reduce  pre- 
miums shows  that  interest  income  alone  is  expected  to  be  sufficient  to  cover  all  BIF 
operating  expense  and  case  resolution  costs  for  the  second  half  of  1995.  Since  that 
time,  the  FDIC  has  reduced  projected  losses  to  the  fund,  thus  further  reducing  the 
need  for  premium  income.  The  FDIC's  new  loss  estimates  imply  that,  even  if  no  pre- 
miums were  charged  in  the  second  half  of  the  year,  the  BIF  would  rise  to  1.30  per- 
cent— $1  billion  more  than  is  required  by  the  designated  reserve  ratio.  If  the  FDIC 
Board  approves  the  proposed  rate  schedule  of  4  bp  to  31  bp,  the  BIF  reserve  ratio 
would  rise  by  year-end  to  1.33  percent — exceeding  the  1.25  percent  DRR  by  $1.6  bil- 
lion. 

The  bottom  line  is  that  under  current  economic  and  industry  conditions-,  an  aver- 
age premium  of  4.5  bp  is  far  too  high,  and  we  urge  the  FDIC  Board  to  significantly 
reduce  its  original  proposed  rate  schedule.  Some  policymakers  have  said  banks 
should  pay  about  4  cents  because  that  is  what  banks  have  historically  paid.  I  would 
make  two  comments  about  that.  First,  we  believe  we  should  pay  what  the  law  re- 
quires, not  some  historical  figure,  and  the  law  requires  that  banks  only  pay  what 
is  necessary  to  maintain  the  fund  at  1.25  percent.  Second,  as  losses  rise  or  fall,  the 
law  requires  the  level  of  the  premium  to  rise  or  fall  to  pay  for  these  losses.  Histori- 
cal averages  are  just  not  relevant  given  the  entirely  new  structure  of  maintaining 
the  deposit  insurance  fund  levels  laid  out  in  FIRREA  and  FDICIA. 

We  urge  Congress  to  clarify  the  law  to  affirm  the  dear  intent  to  limit  premium 
levels  to  those  necessary  to  maintain  the  fund  at  the  designated  reserve  ratio.  We 
do  believe  that  this  is,  in  fact,  what  Congress  intended  in  FDICIA  and  what  a  plain- 
English  reading  of  FDICIA  currently  requires.  We  also  urge  Congress  to  ensure  in 
law  that  rebates  are  permitted. 

Once  the  SAIF  is  fully  capitalized,  the  thrift  charter  should  be 
merged  into  a  new  bank  charter 

As  we  have  noted  above,  a  comprehensive  solution  to  the  thrift  crisis  must  include 
the  elimination  of  the  separate  S&L  charter.  I  cannot  over-emphasize  the  fact  that 
any  solution  that  does  not  include  the  elimination  of  the  thrift  charter  will  not  solve 
the  problem  in  the  long  run.  Fortunately,  it  is  clear  that  many  in  the  S&L  industry 
agree  with  us  on  this  issue,  and  we  will  work  with  them  and  Congress  to  devise 
a  workable  system  for  such  conversions. 

As  stated  earlier,  in  light  of  the  significant  changes  in  mortgage  markets — espe- 
cially the  increasing  importance  of  securitization — it  is  dear  that  the  economy  no 
longer  needs  a  separate  charter  for  specialized  portfolio  mortgage  lenders.  In  fact, 
commercial  banks  currently  hold  almost  $250  billion  more  in  single  family  mort- 
gages than  do  S&L's. 

We  believe  that  the  best  course  of  action  is  to  create  a  new  bank  charter — one 
that  will  be  flexible  enough  to  allow  institutions  to  compete  effectively  in  the  fu- 
ture— and  for  thrifts  to  convert  to  this  new  charter  once  the  SAIF  has  been  recapital- 
ized. Flexibility  must  be  a  key  element  in  this  new  charter,  because  there  is  over- 
whelming evidence  that  arbitrarily  restricting  the  ability  of  institutions  to  partici- 
pate efficiently  in  emerging  markets  will  eventually  lead  to  serious  viability  prob- 
lems for  the  industry. 

When  the  single  charter  is  developed,  OTS  should  be  merged  into  the  OCC.  This 
will  not  only  streamline  the  regulatory  structure,  it  will  assure  that  all  federally- 
chartered  institutions  operate  under  the  same  rules. 

All  parties  with  a  potential  interest  in  FICO  obligations,  and  in  resolving  the 
SAIF I  FICO  situation,  should  contribute  to  paying  the  interest  on  FICO  bonds 

If  Congress  determines  that  S&L's  must  be  relieved  of  some  of  their  FICO  obliga- 
tion, it  is  reasonable  to  look  to  all  parties  who  would  benefit  from  ensuring  the  fu- 
ture timely  payment  of  FICO  bond  interest  to  contribute  financially  to  the  solution. 
Clearly  the  banking  industry  is  not  responsible  for  the  problems  of  the  S&L  indus- 
try, and  there  have  been  no  convincing  arguments  made  as  to  why  banks  should 
contribute  to  their  resolution.  But  if  banks  are  asked  to  contribute  financially,  there 
is  certainly  no  reason  why  credit  unions — which  are  a  $300  billion  full-service,  fed- 
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erally  insured  industry — should  not  also  participate.  I  would  also  point  out  that 
beneficiaries  of  protecting  FICO  bond  holders  include  other  Government-Sponsored 
Enterprises  (GSE's)  which  issue  similar  debt.  And  the  RTC,  which  was  created  to 
oversee  the  full  resolution  of  the  S&L  crisis,  should  also  be  a  part  of  the  solution. 
In  fact,  as  the  S&L  industry  has  pointed  out,  the  funding  shortfall  in  SAIF  is  pri- 
marily due  to  the  failure  of  the  Federal  Government  to  fund  its  promises  to  rebuild 
SAIF,  which  in  turn  has  put  pressure  on  the  FICO  payment  structure.  We  believe 
RTC  funding  should  be  involved  in  any  solution. 

If  banks  and  their  customer  contribute  to  the  solution,  there  should  be 
offsetting  opportunities  to  cover  those  costs 

The  thrift  crisis  has  already  imposed  extraordinary  costs  on  the  banking  industry. 
As  taxpaying  institutions,  we  have  contributed  directly  to  financing  the  clean-up  of 
the  S&L  disaster.  But  the  banking  industry  also  suffered  additional  financial  losses 
as  a  result  of  the  massive  market  disruptions  caused  by  the  actions  of  some  S&L's 
during  the  1980's.  "High-flying"  S&L's  destroyed  the  competitive  balance  in  numer- 
ous local  markets  by  paying  unsustainable  high  rates  on  deposits — the  "Texas  pre- 
mium" phenomenon — and  by  fueling  real  estate  speculation  which  ultimately  caused 
banks  and  other  lenders  to  incur  heavy  losses. 

Now,  banks  are  being  asked  by  some  to  contribute  again.  But  payments  by  banks 
to  cover  FICO  would  clearly  be  a  tax  on  banks  and  bank  customers — a  tax  on  depos- 
its. We  believe  that  the  impact  of  this  extra  tax,  if  it  is  enacted,  should  be  off-set 
by  legislative  changes  that  will  reduce  the  cost  of  doing  business  to  the  benefit  of 
banks  and  our  customers.  For  example,  bank  regulation  should  be  streamlined,  and 
unnecessary  and  duplicative  regulations  should  be  eliminated.  We  also  urge  Con- 
gress to  improve  the  competitive  capabilities  of  banking  organizations — for  example, 
as  part  of  the  newly  redesigned  bank  charter  discussed  above. 

These  changes  will  mitigate  the  impact  of  any  extra  tax  on  banks  and  bank  cus- 
tomers, will  allow  banks  to  provide  their  customers  with  more  and  better  products 
at  lower  costs,  and  will  assure  that  the  industry  will  be  strong  and  healthy  competi- 
tors in  the  financial  services  industry  in  the  years  to  come.  We  believe  these 
changes  should  be  a  component  of  the  comprehensive  solution. 

Conclusion 

The  issue  before  the  Committee  in  these  hearings  is  an  issue  of  great  concern  to 
bankers.  Quite  frankly,  because  of  the  long  history  of  direct  competition  with  S&L's 
and  the  tremendous  problems  in  the  S&L  industry  that  have  directly  impacted 
banks,  it  is  an  issue  that  bankers  feel  very  strongly  about.  That  is  why  Committee 
Members  have  and  will  continue  to  hear  from  their  local  bankers  about  their  serious 
concern  with  concepts  which  would  have  bankers  assume  obligations  that  in  the 
long-run  could  total  well  over  $12  billion. 

Given  the  level  of  banker  concerns,  I  am  sure  you  can  understand  why  bankers 
believe  it  is  critical  that  the  S&L  issue  be  correctly  defined  and  that  any  solution 
be  comprehensive,  not  a  solution  which  will  inevitably  lead  to  yet  another  S&L  bill 
next  year  or  the  year  after.  Certainly  the  voters  of  this  country  would  expect  the 
Congress  to  end  once  and  for  all  the  seemingly  continuous  cycle  of  S&L  rescue  bills. 

ABA  has  put  forth  a  comprehensive  proposal.  We  are  working  closely  with  the 
Bankers  Roundtable  and  other  bank  groups.  We  have  reached  out  to  open  discus- 
sions with  leaders  of  the  S&L  industry  and  with  America's  Community  Bankers.  We 
have  found  the  leaders  of  the  S&L  industry  to  be  forthcoming  and  thoughtful,  and 
we  have  found  that  we  agree  on  the  key  elements  of  a  comprehensive  solution.  We 
stand  ready  to  work  with  Congress,  the  Administration,  and  the  bank  and  thrift 
regulators  to  reach  a  consensus  on  a  comprehensive  solution — one  that  will  ensure 
once  and  for  all  that  we  will  never,  ever,  have  to  face  this  issue  again. 

Attachment 

Discussion  Issues 

In  your  letter  of  invitation,  Mr.  Chairman,  you  asked  that  I  specifically  discuss 
certain  questions.  While  much  of  my  statement  has  covered  many  elements  of  these 
issues,  I  thought  it  appropriate  to  take  each  question  one  at  a  time. 

1.  What  is  the  financial  condition  of  the  Savings  Association  Insurance  Fund 
(SAIF)?  What  variables  threaten  the  long-term  viability  of  SAIF? 

SAIF  is  in  much  better  shape  than  anyone  could  have  imagined  only  a  few  years 
ago.  Although  there  have  been  many  doomsday  scenarios,  the  facts  show  there  is 
no  imminent  threat  for  SAIF. 
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First,  SAIF  has  a  current  balance  of  over  $2.2  billion,  plus  an  additional  $432  mil- 
lion in  reserves  for  future  S&L  losses.  And  the  balance  of  SAIF  is  expected  to  grow 
by  about  $1  billion  over  the  next  12  months. 

Second,  SAIF  is  capitalizing  more  quickly  than  expected.  Congress  did  not  set  a 
time  limit  for  S&L's  to  capitalize  the  SAIF,  because  the  process  was  expected  to 
take  longer  than  15  years.  However,  the  FDIC  has  projected  that  SAIF  will  recapi- 
talize in  the  year  2002 — probably  sooner  given  the  fact  that  FDIC  recently  lowered 
its  projections  of  failures  for  1995  from  $3  billion  of  failed  S&L  assets  to  $100  mil- 
lion. 

To  their  credit,  S&L's  have  agreed  to  recapitalize  SAIF  by  paying  a  special  pre- 
mium that  will  bring  the  SAIF  up  to  the  designated  reserve  ratio.  We  applaud  the 
thrift  industry  for  stepping  up  to  meet  its  financial  obligation  to  the  fund  and  to 
its  depositors.  This  pledge  hy  the  S&L's  to  capitalize  the  SAIF  is  a  critical  element 
in  the  design  of  a  comprehensive  solution  to  the  over-all  situation.  However,  we 
think  the  timing  and  method  of  that  capitalization  should  be  carefully  considered 
to  minimize  disruptions  to  SAIF-insured  institutions.  We  would  suggest  the  Com- 
mittee carefully  consider  whether  that  recapitalization  payment  needs  to  be  made 
all  at  one  time,  given  the  very  large  "hit"  it  will  cause.  A  number  of  S&L's,  and 
banks  with  (Dakar  deposits,  have  expressed  strong  concerns  to  us  about  this  issue. 

Third,  S&L  failures  have  been  few.  During  1995,  only  two  very  small  S&L's  failed 
with  expected  losses  of  only  $13  million.  Moreover,  only  two  S&L's  failed  in  1994. 
Currently,  fewer  than  1  percent  of  SAD?  members  (12  institutions)  with  about  0.7 
percent  of  the  industry's  assets  are  undercapitalized.  Moreover,  SAIF  losses  are  ex- 
pected to  remain  low.  High  capital,  solid  earnings,  good  asset  quality,  excess  re- 
serves for  loan  losses  and  improving  economic  conditions  will  help  assure  few  S&L 
failures. 

It  is  also  a  fact  that  Congress  put  in  place  protections  to  assure  the  viability  of 
SAW  in  the  near  term.  In  the  1993  RTC  funding  bill,  Congress  considered  possible 
problems  over  the  next  few  years  and  providea  a  specific  mechanism  for  dealing 
with  any  emergency  in  SAIF.  Congress  authorized  any  remaining  RTC  funding  to 
cover  SAIF  insurance  losses  until  December  1997  (2  years  after  termination  of  RTC) 
under  certain  circumstances.  Certainly,  this  authority  is  limited  and  changes  could 
be  made  to  make  these  funds  more  readily  available  to  cover  any  extraordinary 
problems  should  they  arise.  It  is  also  instructive  to  note  that,  at  one  time,  Treasury 
was  to  assure  the  recapitalization  of  SAIF  by  making  payments  such  that  total  pre- 
mium income  in  to  SATF  each  year  would  total  at  least  $2  billion.  This  language 
was  removed  in  subsequent  legislation  and  is  one  of  the  reasons  that  SAIF  is  not 
more  fully  capitalized  today. 

2.  What  would  be  the  impact  of  a  differential  on  thrifts'  ability  to  raise  capital, 
the  level  of  thrift  failures  and  the  pricing  of  thrift  services  to  consumers? 

Reducing  bank  premiums  does  lower  bank  costs,  and  while  it  does  not  affect  the 
costs  for  S&L's,  it  will  affect  S&L  profits  slightly.  In  the  GAO  report  this  year,  GAO 
projected  that,  for  the  typical  S&L,  the  premium  differential  would  reduce  S&L  prof- 
its by  "about  3.9  percent  to  5.8  percent."  This  is  hardly  enough  to  create  serious 
problems  for  any  healthy  S&L. 

Moreover,  even  that  impact  may  be  overstated.  Stock  prices  are  a  barometer  of 
how  market  participants  perceive  an  institution's  future  earnings  potential.  Since 
the  FDIC's  announcement  of  the  reduction  in  bank  premiums,  S&L  stock  prices 
have  actually  gone  up  over  25  percent  (faster  than  the  S&L  500  or  bank  stock 
prices).  This  clearly  contradicts  allegations  that  a  differential  in  insurance  pre- 
miums will  impair  S&L  profitability  or  their  ability  to  raise  capital.  It  is  also  inter- 
esting that,  in  the  first  half  of  this  year,  a  large,  critically  undercapitalize  S&L  was 
able  to  find  new  investors  with  capital  sufficient  to  meet  minimum  regulatory  stand- 
ards. If  the  premium  differential  was  such  an  impediment,  could  such  a  troubled 
thrift  have  been  able  to  raise  capital? 

Pricing  of  services  is  driven  by  many,  many  factors.  In  the  context  of  the  large 
variations  in  deposit  interest  rates  paid  by  different  institutions  in  the  same  mar- 
ket, the  19  basis  point  differential  does  not  look  so  significant.  In  fact,  in  Califor- 
nia— the  largest  thrift  market — the  spread  between  the  highest  and  lowest  rates 
paid  on  a  6-month  CD  is  currently  260  basis  points,  clearly  overshadowing  a  19 
basis  point  difference  in  deposit  insurance  premiums.  Moreover,  deposits  grew  at  a 
very  large  clip  for  California  S&L's,  taking  deposits  away  from  banks.  This  is  hardly 
a  sign  that  an  imminent  differential  in  premiums  is  having  any  meaningful  affect. 


2  Banks  were  explicitly  given  15  years  to  recapitalize  their  insurance  fund  (which  they  are 
now  projected  to  complete  in  mid-1995,  nearly  a  decade  ahead  of  schedule).  There  was  no  simi- 
lar provision  for  S&L's. 


Ill 

3.  What  is  the  likelihood  of  a  default  on  the  FICO  interest  obligation?  What  effect 
would  such  a  default  have  on  Government  borrowings  and  borrowing  by  Govern- 
ment-Sponsored Enterprises? 

A  year  ago,  there  was  considerable  talk  of  the  downward  of  the  SAIF  base  and 
dire  predictions  of  an  imminent  default  on  the  interest  payments  on  FICO  bonds. 
But  since  that  time,  the  facts  show  that  the  SAIF  assessment  base  leveled  off  in 
1994  (growing  in  the  last  quarter)  and  then  increased  at  over  a  6  percent  annual 
rate  in  the  first  quarter  of  1995.  Thus,  the  likelihood  of  a  default  is  far  less  than 
many  have  predicted. 

While  there  is  virtually  no  chance  of  a  FICO  default  in  the  near  future,  many  ob- 
servers cite  the  exclusion  of  Oakar  and  Sasser  premiums  from  the  FICO  payment 
obligation  as  the  reason  why  there  might  someday  be  a  FICO  default.  But  if  that 
is  the  problem,  a  simple  technical  correction — which  ABA  has  testified  in  favor  of 
many  months  ago  before  the  House  Subcommittee  on  Financial  Institutions — easily 
corrects  that  problem.  The  reason  Oakar  and  Sasser  payments  have  been  deter- 
mined not  to  be  eligible  is,  as  everyone  who  has  studied  the  issue  agrees,  because 
of  a  legislative  drafting  error.  Congress  dearly  intended  that  they  be  eligible. 

Such  an  inclusion  of  Oakar  and  Sasser  premiums  provides  a  growing  base  of  sup- 
port for  the  FICO  and  SAIF.  In  fact,  premium  payments  from  Oakar  and  Sasser 
banks  equal  75  percent  of  the  FICO  obligation.  If  the  trend  continues  for  banks  to 
acquire  S&L's  in  an  Oakar  transaction,  in  a  year  or  two,  Oakar  and  Sasser  premium 
income,  alone,  will  exceed  100  percent  of  this  obligation  (see  Chart  2). 

The  FICO  bonds  have  similar  characteristics  of  GSE  paper,  particularly  the  fact 
that  they  do  not  carry  the  full  faith  and  credit  backing  of  the  U.S.  Government. 
Thus,  a  legitimate  question  is  what  would  happen  to  the  entire  market  for  GSE 
paper. 
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4.  What  level  of  resources  is  needed  to  stabilize  SAIF?  To  what  extent  can  thrifts 
provide  these  resources? 

As  pointed  out  above,  the  SAB?  is  growing  and  S&L  failures  are  expected  to  be 
few  over  the  foreseeable  future.  Moreover,  the  SAB?  has  $432  million  in  reserves, 
not  counted  as  part  of  SAEF's  $2.2  billion  and  balance,  for  losses  due  to  S&L  fail- 
ures. This  reserve  is  more  than  sufficient  to  cover  FDIC's  expected  S&L  failures 
over  the  next  2  years,  not  including  the  additions  to  the  reserve  of  nearly  $2  billion 
over  the  same  period. 

Clearly,  having  the  SAIF  fully  capitalized  provides  an  additional  buffer  against 
large  and  unforeseen  losses,  and  the  promise  by  the  S&L  industry  to  do  this  expedi- 
tiously is  commendable.  The  S&L  industry  has  certainly  regained  its  health  ana  has 
the  financial  resources  to  make  good  on  that  promise. 

5.  What  are  the  options  for  dealing  with  SAIF's  undercapitalization? 

We  believe  that  the  timing  of  the  recapitalization  should  be  carefully  considered. 
While  SAIF  is  undercapitalized,  there  are  no  apparent  threats  to  its  near-term  via- 
bility. We  would  suggest  the  Committee  carefully  consider  whether  that  recapital- 
ization payment  needs  to  be  made  all  at  one  time,  given  the  very  large  "hit"  it  will 
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cause.  A  number  of  S&L's,  and  banks  with  Oakar  deposits,  have  expressed  strong 
concerns  to  us  about  this  issue. 

6.   What  are  the  risks  associated  with  the  Congress  taking  no  action  during  1995? 

Given  the  health  of  the  S&L  industry,  the  growing  SAIF  assessment  base  and  the 
very  favorable  outlook  for  few  S&L  failures  in  the  next  18  months,  there  is  no  magic 
to  completing  another  S&L  rescue  this  year.  Certainly,  there  is  a  need  for  Congress 
to  define  appropriately  the  problem,  and  work  on  a  comprehensive  and  final  resolu- 
tion. ABA  is  quite  willing  to  work  to  reach  a  resolution  as  quickly  as  possible.  The 
debate  has  been  filled  with  high  emotion.  But  high  emotion  should  not  be  mistaken 
for  urgency.  It  does  not  serve  the  public  interest  to  make  piecemeal  fixes  to  an  ill- 
defined  problem.  As  we  have  seen  time  and  time  again  in  repeated  legislation  in- 
volving S&L's  problems,  quick  action  always  leads  to  unintended  consequences  that 
do  not  fully  resolve  the  problem.  It  is  of  the  utmost  importance  to  define  the  prob- 
lem clearly  and  carefully  craft  the  appropriate  and  complete  response  to  it. 
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July  28,  1995 

Good  morning,  Mr.  Chairman  and  Members  of  the  Committee.  I  am  Richard  L. 
Mount,  President  and  CEO  of  Saratoga  National  Bank,  an  $85  million  community 
bank  located  in  Saratoga,  California.  I  am  also  President  of  the  Independent  Bank- 
ers Association  of  America  (IBAA),  the  only  national  trade  association  that  exclu- 
sively represents  the  interests  of  the  Nation's  community  banks.  On  behalf  of  the 
Nation's  community  banks,  I  am  pleased  to  present  our  views  on  the  condition  of 
the  deposit  insurance  funds  and  the  potential  impact  of  the  FDIC's  proposed  Bank 
Insurance  Fund  premium  reduction  on  the  bank  and  thrift  industries. 

The  financial  health  of  the  three  Federal  deposit  insurance  funds,  the  Bank  Insur- 
ance Fund  (BIF),  the  Savings  Association  Insurance  Fund  (SAIF),  and  the  National 
Credit  Union  Share  Insurance  Fund  (NCUSIF),  is  critical  to  maintaining  depositor 
confidence  in  the  insured  financial  services  industry,  protecting  American  taxpayers, 
and  preserving  local  economies  that  are  dependent  on  credit  from  insured  institu- 
tions for  their  viability.  In  recognition  of  this,  last  year  the  IBAA  called  for  a  solu- 
tion to  the  SAIF/FICO  funding  problem. 

FDIC  Chairman  Heifer  believes  that  SAIF  funding  is  imperiled  for  three  reasons. 
First,  as  of  March  31,  the  SAIF  had  a  reserve  ratio  of  only  0.31  percent  of  insured 
deposits,  while  the  designated  reserve  ratio  is  1.25  percent  of  insured  deposits.  Sec- 
ond, 45  percent  of  SAIF  assessments  is  diverted  to  make  the  Financing  Corporation 
(FICO)  interest  payments,  which  has  a  significant  adverse  impact  on  the  ability  of 
the  SAIF  to  be  recapitalized.  Finally,  on  July  1,  1995,  the  SAIF  became  obligated 
for  losses  in  savings  associations  that  fail  after  that  date.  If  one  large,  or  several 
medium  size  thrifts  were  to  fail,  the  solvency  of  the  SAIF  would  be  put  at  risk  be- 
cause of  its  severely  undercapitalized  state. 

Exacerbating  the  foregoing  are  two  additional  factors.  Because  of  a  controversial 
FDIC  legal  interpretation,  assessments  on  Oakar  deposits  (deposits  acquired  by  a 
bank  from  a  savings  association)  and  Sasser  deposits  (deposits  in  a  savings  associa- 
tion that  converts  to  a  bank)  cannot  be  used  to  pay  for  the  FICO  obligation.  There- 
fore, as  more  Oakar  and  Sasser  deposits  are  created,  the  deposit  base  available  to 
pay  for  FICO  shrinks.  Second,  several  large  thrift  holding  companies  have  applied 
to  charter  banks.  They  intend  to  induce  their  customers  to  transfer  their  accounts 
from  the  thrift  to  the  bank.  This  will  further  shrink  the  deposit  assessment  base 
available  to  capitalize  the  SAIF  and  to  pay  the  interest  on  FICO. 

As  of  March  31,  1994,  the  BIF  grew  to  $23.2  billion  and  had  a  reserve  ratio  of 
1.22  percent,  and  while  not  officially  verified,  by  today  it  has  reached  the  Congres- 
sionally  designated  reserve  ratio  of  1.25  percent.  The  BIF's  recapitalization  has  been 
accomplished  in  a  remarkably  short  period  of  time.  The  banking  industry  is  very 
proud  of  the  fact  that  it  has  done  what  Congress  required  it  to  do — recapitalize  the 
BIF  without  a  single  cent  of  taxpayer  money. 

Upcoming  BIF-SATF  Premium  Disparity 

As  required  by  law,  FDIC  has  proposed  retaining  the  current  range  of  SAIF  pre- 
miums of  23  to  31  basis  points  while  reducing  BIF  premiums  to  a  range  of  4  basis 


113 

points  for  the  healthiest  banks  to  31  basis  points  for  the  weakest  banks.  The  effect 
that  a  premium  differential  will  have  on  SAEF  members  is  not  clear.  Although  the 
thrift  industry  has  argued  that  the  premium  differential  could  be  injurious  for  SAIF 
members,  a  General  Accounting  Office  (GAO)  Report  released  in  March  notes  that 
predictions  of  the  effect  of  a  differential  cannot  be  made  with  a  high  degree  of  cer- 
tainty. GAO  says  there  are  no  reliable  statistical  estimates  of  the  likely  behavior 
of  banks  and  thrifts  in  response  to  the  reduction  in  BIF  premiums  or  of  the  effect 
of  reduced  thrift  earnings  on  capital  investment. 

Historically,  there  have  been  differentials  between  banks  and  thrifts,  such  as  Reg 
Q  (which  set  bank  and  thrift  deposit  interest  rates),  the  1  percent  FSLIC  premium 
surcharge  on  thrifts,  and  the  8  percent  extra  deduction  that  thrifts  can  now  take 
from  taxable  income.  There  is  no  hard  evidence  that  any  of  these  differentials  has 
had  a  significant  impact  on  the  behavior  or  performance  of  either  the  banking  in- 
dustry or  the  thrift  industry.  IBAA  cautions  Congress  and  the  Committee  to  look 
past  the  rhetoric  to  assess  the  true  effect  of  the  differential. 

Since  BIF  and  SAEF  premiums  must  be  set  independently,  FDIC  may  not  take 
into  account  a  potential  differential  between  BIF  and  SAIF  premiums  when  setting 
either  BIF  or  SAIF  assessment  rates.  FDIC  is  permitted,  however,  to  consider  the 
effect  of  SAIF  assessments  on  the  earnings  and  capital  of  thrift  members.  Obviously 
the  current  level  of  assessments,  which  the  FDIC  proposes  not  to  change,  has  not 
posed  problems  for  the  capital  or  earnings  of  thrifts.  Most  thrifts  are  healthy  today. 
In  fact,  the  FDIC  proposal  states  "there  is  evidence  of  a  growing  industry,"  noting 
that  capital  and  earnings  are  generally  strong. 

Thrifts  have  attempted  to  make  the  premium  differential  a  safety  and  soundness 
issue.  Today,  it  appears  only  to  be  a  competitiveness  issue.  Competition  is  not  one 
of  the  factors  that  the  FDIC  is  permitted  to  consider  when  it  adopts  the  premium 
schedule. 

Effect  of  the  Shrinking  SAIF  Assessment  Base 

Currently,  the  SAEF  is  approximately  $6.6  billion  short  of  what  it  needs  to  reach 
the  1.25  percent  ratio,  and  it  is  not  projected  to  reach  that  level  until  2002. 

The  ongoing  migration  of  SAEF-insured  deposits  to  BIF-insured  institutions  will 
lengthen  the  time  it  will  take  to  fully  recapitalize  SAEF.  The  SAEF  assessment  base 
has  shrunk  from  $950  billion  in  1989  to  $725  billion  today,  a  decline  of  some  6  per- 
cent per  year.  Even  though  the  rate  of  decline  has  reversed  itself  slightly  since  the 
last  quarter  of  1994,  it  is  likely  to  accelerate  as  SAIF  institutions  are  purchased  or 
find  alternate  funding  sources  or  apply  to  charter  parallel  commercial  banks  to 
avoid  the  premium  differential  and  evade  their  FICO  obligation.  This  will  be  dis- 
cussed in  more  detail  later  in  our  testimony. 

Any  discussion  of  BEF  and  SAIF  premiums  quickly  leads  us  to  consider  the  issue 
of  interest  on  bonds  issued  by  the  FICO.  FICO  bonds  were  issued  in  1987  to  recapi- 
talize SAIF's  predecessor,  FSLIC.  This  interest,  amounting  to  some  $780  million  per 
year,  is  paid  out  of  assessment  revenue  from  SAIF-insured  savings  associations. 
Currently,  interest  payments  on  FICO  amount  to  45  percent  of  SAIF  assessment 
revenue,  or  11  cents  of  the  23  cent  premium  paid  by  SAIF  members.  Shrinkage  in 
the  deposit  base  for  SAEF  will  in  turn  affect  the  availability  of  SAIF  premiums  to 
meet  FlCO  interest  payments.  The  point  in  time  at  which  SAIF  premiums  will  be 
insufficient  to  cover  FICO  payments  will  depend  on  how  rapidly  the  SAEF  base 
shrinks. 

FDIC  Chairman  Heifer  and  others,  including  the  GAO,  have  identified  the  SAEF 
problem  as  a  FICO  problem.  The  key  question  is  how  this  SAIF/FICO  problem  will 
be  resolved.  The  IBAA  acknowledges  that  there  is  a  SAIF/FICO  problem  that  cannot 
be  ignored.  If  Congress  is  going  to  impose  the  responsibility  of  funding  FICO  on  the 
banking  industry,  credit  unions  and  other  financial  service  providers  should  also 
shoulder  some  of  the  burden. 

However,  regardless  of  the  magnitude  of  the  SAIF/FICO  problem,  this  thrift  prob- 
lem cannot  be  used  to  delay  the  reduction  of  premiums  for  BEF-insured  banks.  IBAA 
believes  that  the  FDIC  is  required  by  law  to  move  expeditiously  to  reduce  bank  pre- 
miums once  the  BEF  attains  the  designated  reserve  ratio  of  1.25  percent.  The  law 
is  clear  on  its  face  that  the  FDIC  cannot  delay  a  reduction  in  bank  premiums  be- 
cause of  concerns  it  may  have  regarding  the  impact  this  action  may  have  on  thrifts 
or  on  the  SAEF  or  the  FICO  interest  payments.  BIF  assessments  by  law  must  be 
set  independently  of  those  set  for  SAEF. 

We  note  that  the  BIF  could  soon  reach  the  point  where  investment  income  could 
exceed  losses  due  to  bank  failures  and  the  expenses  of  running  the  FDIC.  When  this 
occurs,  the  BEF  will  continue  to  grow  above  the  designated  reserve  ratio  of  1.25  per- 
cent. Returning  to  the  FDIC  the  authority  to  rebate  to  members  would  allow  the 
excess  investment  income  to  be  returned  to  the  banking  industry. 
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Nonetheless,  the  SAEF/FICO  problem  must  be  addressed  if  we  are  to  avoid  impru- 
dent public  policy  outcomes.  The  recent  announcements  that  Great  Western  Finan- 
cial Corporation  and  Home  Savings — two  of  the  Nation's  largest  thrifts — intend  to 
charter  commercial  banks  in  an  effort  to  avoid  the  premium  differential  and  escape 
responsibility  for  FICO  is  a  prime  example.  Thrifts  are  concerned  about  the  pre- 
mium differential,  and  they  will  do  what  they  are  permitted  to  do — by  law  or  by 
loophole — to  avoid  it.  If  such  conversion  is  legal  and  is  permitted  to  occur,  it  does 
represent  a  major  threat  to  the  SAIF  assessment  base  and  correspondingly  to  the 
base  financing  FICO  bond  interest  payments. 

Oakar/Sasser  Deposits 

The  position  of  FICO  has  been  made  more  tenuous  by  the  FDIC's  controversial 
legal  opinion  that  assessments  paid  to  SAIF  by  Oakar  and  Sasser  banks  cannot  be 
used  for  payment  of  interest  on  FICO  bonds.  Thus,  as  commercial  banks  buy  thrift 
deposits  and  as  thrifts  convert  charters,  the  assessment  base  for  FICO  bond  interest 
payments  continues  to  erode,  exacerbating  the  problem. 

A  clear  Congressional  statement  that  premiums  paid  by  Oakar  and  Sasser  institu- 
tions should  be  used  for  FICO  bond  interest  payments  would  help  relieve  the  build- 
ing FICO  pressure.  As  of  March  31,  1995,  the  non-Oakar/Sasser  SAEF  deposit  base 
available  to  be  allocated  for  FICO  stood  at  $478  billion.  At  current  assessment  rates, 
a  deposit  base  of  at  least  $328  billion  is  necessary  to  service  the  FICO  payments. 
The  difference  between  the  minimum  base  necessary  to  service  the  FICO  payments 
and  the  available  deposit  base  is  $150  billion.  If  Oakar/Sasser  assessments  were 
available  to  make  FICO  payments,  there  would  be  an  additional  cushion  of  $247.1 
billion.  It  is  preferable  that  these  SAIF-insured  deposits  be  assessed  for  FICO  than 
the  deposits  of  all  commercial  banks. 

Using  Oakar  and  Sasser  premiums  for  FICO  bond  interest,  however,  would  slow 
the  recapitalization  of  the  SAIF.  To  address  this  problem,  the  Congress  could  also 
extend  the  recapitalization  schedule  of  SAIF,  giving  FDIC  more  leeway  to  reduce 
SAIF  premiums. 

Use  of  RTC  Funds 

IBAA  strongly  supports  using  some  of  the  remaining  authorized  and  appropriated 
funds  for  the  Resolution  Trust  Corporation  (RTC)  to  pay  the  FICO  bond  obligation. 

The  FICO  problem  is  one  affecting  the  bondholders  that  hold  FICO  debt,  and 
which  potentially  could  affect  all  debt  issued  by  Government-Sponsored  Enterprises 
(such  as  Fannie  Mae  and  Freddie  Mac)  and  by  the  U.S.  Government.  These  types 
of  debt  could  be  affected  by  a  default  on  the  FICO  debt  because  such  a  default  would 
call  into  question  the  integrity  of  that  debt.  Problems  that  may  arise  with  the  repay- 
ment of  this  debt  should  r>e  borne  by  the  American  taxpayer  generally — not  exclu- 
sively by  the  depositors  of  commercial  banks.  Let  us  be  very  clear,  taxing  the  deposi- 
tors of  our  commercial  banks  is  taxing  our  Nation's  savers.  It  would  be  a  disincen- 
tive to  keeping  one's  savings  in  a  commercial  bank.  There  are  already  disincentives 
enough. 

fico  is  not  an  fdic  problem.  it  is  a  u.s.  treasury  problem.  at  a  time  when 
Congress  is  considering  further  incentives  for  savings,  a  new  hidden  tax  on 
savers  is  inappropriate.  we  understand  that  this  issue  could  become  a  polit- 
ical football  if  the  treasury  and  the  republican  leadership  together  do 
not  embrace  it.  we  urge  common  action  to  create  a  solution  for  this  very 
difficult  problem. 

We  are  attracted  to  two  possible  alternatives  for  the  use  of  RTC  money: 

1.  If  RTC  funds  are  used  to  pay  for  the  FICO  obligation  (approximately  $8  billion 
on  a  present  value  basis),  SAIF  could  recapitalize  at  the  current  assessment  rates 
by  1998,  only  3  years  away. 

2.  If  the  RTC  funds  are  transferred  to  the  SAIF  and  the  funds  invested,  there 
would  be  sufficient  interest  earnings  to  pay  the  annual  FICO  bond  interest  of  some 
$780  million. 

Attached  to  this  testimony  as  Exhibit  A  is  an  article  written  by  former  FDIC 
Chairman  William  Seidman.  The  highly  regarded  former  FDIC  Chairman,  who  led 
this  country  through  the  thrift  crisis,  wrote  the  commentary  for  his  Bank  Director 
magazine.  His  article  emphasizes  that  "in  my  view,  financial  institutions  have  a 
good  case  for  asking  the  Government  to  replace  the  money  it  took  out  of  SAIF  to 
refinance  the  REFCO  bonds  and  the  savings  and  loan  bailout." 

Using  the  RTC  funds  would  reconcile  a  great  inequity  that  was  placed  on  the 
SAIF — Congress  promised  to  assist  the  SAIF  but  then  reneged  on  that  promise.  In 
1989  when  SAIF  was  created,  the  Congress  recognized  that  SAIF  would  have  dif- 
ficulty recapitalizing  itself,  particularly  because  so  much  of  SAIF  premium  income 
was  being  diverted  for  the  thrift  cleanup.  Accordingly,  in  FIRREA  Congress  author- 
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ized  up  to  $32  billion  to  assist  the  SAIF.  But  despite  repeated  requests  from  the 
FDIC,  the  Treasury  never  requested  the  money,  the  payments  were  never  made, 
and  the  authorization  for  the  funds  was  later  repealed. 

Specifically,  Congress  authorized  two  types  of  supplemental  funding  from  the 
Treasury.  First,  Treasury  was  authorized  to  contribute  up  to  $2  billion  per  year  for 
fiscal  years  1992  through  1999  as  back-up  funding  for  SAIF  premiums  to  ensure 
that  $2  billion  was  deposited  annually  in  the  SAIF.  Second,  Treasury  was  author- 
ized to  make  an  additional  contribution  of  up  to  $2  billion  annually  for  fiscal  years 
1992  through  1999  to  ensure  that  SAIF  met  certain  specified  annual  minimum  net 
worth  targets.  But  Treasury  never  requested  these  authorized  funds  and  the  RTC 
Completion  Act  repealed  the  authorizations.  In  their  place,  the  RTC  Completion  Act 
substituted  an  $8  billion  appropriation  for  SAIF  available  only  if  the  FDIC  Board 
makes  certain  specific  certifications.  Unspent  RTC  funds  at  the  time  RTC  goes  out 
of  business  are  also  available  to  SAIF  for  2  years  (through  1997),  again  subject  to 
these  certifications.  Chairman  Heifer  has  described  the  certifications  as  very  dif- 
ficult to  make.  Hence,  the  existence  of  these  funds  to  support  the  SAIF  is  illusory. 

A  compelling  argument  can  be  made  that  Congress  should  use  RTC  money  to  at 
least  restore  the  funds  that  were  diverted  from  the  SAIF  and  use  them  as  a  solution 
to  the  FICO  problem.  The  diverted  funds  were  clearly  intended  to  be  made  up  later 
by  authorized  Treasury  monies.  Since  the  authorized  Treasury  monies  were  never 
made  available,  the  diverted  funds  should  be  restored.  Even  the  National  Taxpayers 
Union  agrees  that  these  monies  should  be  restored.  In  testimony  presented  on  their 
behalf  to  the  House  Banking  Committee's  Financial  Institutions  and  Consumer 
Credit  Subcommittee  in  March,  the  National  Taxpayers  Union  said  that  "simple 
fairness"  demands  the  restoration  of  $3.5  billion,  which  represents  the  amounts  di- 
verted from  SAIF  in  the  1990-92  period,  plus  interest. 

The  argument  is  being  made  that  commercial  banks  have  a  special  obligation  to 
contribute  to  FICO  because  they  are  beneficiaries  of  the  deposit  insurance  system. 
Clearly  FICO  is  not  part  of  the  deposit  insurance  system.  If  there  is  the  political 
judgment  that  depositor  institutions  have  a  special  obligation  to  pay  for  FICO  bond 
interest  payments,  there  can  be  no  rational  for  exempting  the  credit  unions. 

The  responsibility  of  the  commercial  banking  system  is  to  insure  that  taxpayer 
money  is  never  used  to  bailout  the  BIF.  Again  if  the  political  judgment  is  made  to 
expand  this  responsibility  to  FICO  bond  interest  payments,  the  net  should  be  broad- 
ened to  include  other  players  such  as  Fannie  Mae  and  Freddie  Mac  who,  as  GSE's, 
have  an  enormous  stake  in  insuring  that  FICO  debt  holders  are  paid. 

To  conclude,  we  have  serious  problems  with  the  concept  that  because  the  Treas- 
ury reneged,  those  Americans  who  happen  to  save  at  commercial  banks  should  carry 
a  hidden  tax  through  the  year  2019 — a  tax  which  will  impact  our  competitiveness 
against  credit  unions  and  the  mutual  fund  industry,  which  would  carry  no  such  tax. 
The  fact  that  there  are  PAYGO  problems  with  using  RTC  money  should  not  be  the 
end  of  the  discussion.  It  should  signal  the  beginning  of  the  search  for  a  fair  and 
just  solution. 

The  GAO  Report 

In  March  1995  the  General  Accounting  Office  released  a  report  on  the  deposit  in- 
surance funds  prepared  at  the  request  of  Chairman  D'Amato  and  Representative 
LaFalce.  The  GAO  report  discusses  the  options  for  resolving  the  SAIF/FICO  prob- 
lem. The  final  two  options  covered  in  the  GAO  report — to  use  appropriated  funds 
to  capitalize  SAIF  or  to  fund  FICO — are  totally  consistent  with  our  views.  In  fact, 
GAO  specifically  noted  that  Treasury  was  authorized  to  make  annual  payments  nec- 
essary to  ensure  that  SAIF  had  a  specific  net  worth,  but  later  rescinded  that  author- 
ity. GAO  said:  "The  Congress  could  pass  legislation  removing  the  restrictions  on  this 
funding  source  and  appropriate  the  funds  to  aid  in  capitalizing  SAIF  and  funding 
the  FICO  obligation." 

GAO  added: 

"If  this  funding  were  made  available  at  the  end  of  1995,  SAIF  would  need  approxi- 
mately $6.1  billion  to  reach  its  designated  reserve  ratio,  as  well  as  $8.3  billion  on 
a  present  value  basis  to  cover  the  future  FICO  obligation.  Because  some  uncertainty 
exists  regarding  RTC's  final  loss  funding  needs,  the  Congress  could  withhold  a  por- 
tion of  the  RTC  funding  for  possible  future  use  by  RTC  until  it  is  either  used  by  RTC, 
or  it  becomes  fairly  certain  that  RTC  will  not  need  the  funding. 

"If  the  RTC  were  used  as  a  capital  infusion  and  as  a  mechanism  for  funding  a 
substantial  portion  of  the  FICO  obligation,  the  premium  differential  would  be  signifi- 
cantly reduced.  Therefore,  the  risk  of  negative  effects  on  SAIF  members  and  SAIF 
resulting  from  the  differential  would  also  be  substantially  reduced." 

IBAA  urges  Congress  to  heed  this  advice. 
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Additional  Options 

IBAA  is  strongly  committed  to  the  option  of  using  RTC  funds.  However,  in  arriv- 
ing at  this  recommendation,  we  examined  a  number  of  other  options  that  Congress 
and  the  regulators  may  wish  to  consider,  including,  but  not  limited  to,  the  following: 

•  Legislatively  removing  the  SAIF  obligation  to  pay  FICO  bonds.  The  issue  of  who 
should  pay  is  addressed  elsewhere  in  this  testimony. 

•  Extending  the  time  period  in  which  the  SAIF  must  meet  the  1.25  percent  reserve 
from  15  years  to  30  years. 

•  Reversing  the  FDIC  ruling  to  allow  Oakar  and  Sasser  banks  to  contribute  to 
FICO. 

•  Preventing  thrifts  like  Great  Western  and  Home  Savings  from  using  a  loophole 
to  avoid  their  obligations  to  FICO,  or  at  least  require  them  to  pay  exit  and  en- 
trance fees  to  maintain  the  stability  of  the  insurance  funds,  recognizing  that  exit 
and  entrance  fees  on  migrating  deposits  is  a  difficult  and  complicated  issue.  Most 
thrifts  today  are  growing,  well  capitalized  and  highly  profitable  institutions.  They 
should  not  be  allowed  to  use  a  loophole  in  the  law  to  escape  their  legitimate  SAIF 
and  FICO  obligations. 

Converting  SAIF  Deposits  to  BIF  Deposits 

As  was  mentioned  earlier,  a  growing  number  of  thrifts,  including  Great  Western, 
Home  Savings  and  others,  have  filed  applications  to  set  up  parallel  commercial 
banks  to  their  existing  thrift  charters.  The  purpose  of  exploiting  this  legal  loophole 
is  to  move  existing  thrift  deposits  into  these  newly  chartered  banks,  thus  escaping 
SAIF  premiums  and  FICO  payments. 

The  large  California  thrifts  are  currently  paying  far  more  for  their  deposit  dollar 
than  are  the  majority  of  commercial  banks  in  California.  If  they  engage  in  a  bidding 
war  for  their  own  deposits — to  move  such  deposits  from  their  thrift  into  their  newly 
organized  bank — this  might  approach  an  unsafe  and  unsound  banking  practice. 
Clearly,  it  must  be  very  closely  reviewed  by  the  regulators  and  the  Congress. 

The  movement  of  such  deposits  to  the  BrF  has  two  consequences.  First,  they  do 
not  carry  any  reserve  with  them,  so  that  as  they  transfer,  they  increase  the  poten- 
tial demands  on  the  BIF.  To  paraphrase  House  Banking  Committee  Chairman 
Leach,  the  thrifts  who  are  trying  to  exploit  this  loophole  are  looking  for  a  free  ride 
into  a  pre-paid  insurance  fund — the  BIF. 

Speaking  in  Washington  on  March  15,  Chairman  Heifer  highlighted  the  following 
in  an  FDIC  press  statement: 

"...  to  date,  six  SAIF-insured  institutions  have  indicated  publicly  their  plans  to 
convert  to  savings  banks  or  commercial  banks  and  thereby  be  members  of  the  Bank 
Insurance  Fund  (BIF).  These  institutions,  which  Chairman  Heifer  referred  to  as 
'born-again  banks,'  hold  approximately  $80  billion  in  SAIF-insured  deposits.  'If  BIF  - 
insured  deposits  grow  by  roughly  $80  billion,'  she  said,  'the  BIF-insured  members 
have  to  come  up  with  an  additional  $1  billion  in  assessments  to  cover  the  growth 
in  insured  deposits.  That's  about  four  basis  points  added  onto  the  premium  for  BIF 
members  for  1  year.'" 

Since  Chairman  Heifer  spoke  in  March,  at  least  7  additional  thrifts  with  $35  bil- 
lion in  assets  have  applied  to  charter  banks.  By  our  calculations,  that  means  BIF 
members  will  have  to  pay  an  additional  two  basis  points  over  and  above  the  four 
basis  points  Chairman  Heifer  spoke  of  to  keep  the  BIF  capitalized.  For  a  bank  with 
$100  million  in  deposits,  the  six  basis  points  will  equal  a  $60,000  payment. 

Second,  as  thrift  deposits  move  to  BIF,  they  are  no  longer  assessed  for  FICO  bond 
interest  payments,  which  run  to  $780  million  a  year  through  2019.  As  a  result,  the 
premium  base  from  which  FICO  interest  payments  can  be  drawn  shrinks.  It  already 
has  been  shrinking  as  banks  have  bought  thrift  deposits  and  as  thrifts  have 
switched  charters.  If  sufficient  numbers  of  thrifts  accomplish  this  objective,  the 
FICO  interest  payments  could  be  in  jeopardy  in  the  near  future. 

In  addition,  as  the  deposit  base  of  SAIF  shrinks,  thereby  requiring  a  greater  share 
of  the  assessments  on  remaining  SAIF  institutions  to  go  to  FICO  to  meet  the  $780 
million  annual  interest  payments,  less  money  will  be  going  to  SAIF,  slowing  down 
the  SAIF  recapitalization.  Alternatively,  SAIF  premiums  would  have  to  be  in- 
creased. 

This  movement  by  thrifts  to  set  up  parallel  commercial  banks  is  not  only  a  loop- 
hole, it  clearly  violates  the  spirit  of  two  Congressional  directives.  First,  in  FIRREA, 
Congress  specifically  required  that  institutions  switching  from  one  insurance  fund 
to  the  other  pay  exit  and  entry  fees  in  order  to  hold  the  SAIF  and  BIF  accounts 
harmless.  Even  though  the  Great  Western  and  Home  Savings  applications  are  not 
charter  conversions,  but  rather  new  charters,  the  outcome  is  that  both  the  SAIF  and 
BIF  will  be  affected  negatively.  As  mentioned  earlier,  we  recognize  that  charging 
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exit  and  entrance  fees  on  migrating  deposits  is  much  more  complicated  than  charg- 
ing exit  and  entrance  fees  on  charter  conversions.  But  we  believe  it  can  be  done  and 
should  be  explored. 

Second,  Congress  imposed  a  moratorium  on  charter  conversions  to  give  the  finan- 
cial industry  time  to  stabilize  and  for  the  funds  to  recapitalize.  Once  again,  even 
though  these  are  not  conversions,  the  effect  will  be  the  same  in  that  large  sums  of 
thrift  deposits  are  expected  to  move  from  SAIF-insured  accounts  to  BIF-insured  ac- 
counts. 

The  IBAA  believes  the  actions  of  Great  Western,  Home  Savings  and  others,  un- 
dermines the  spirit  of  Congressional  directives,  places  new  demands  on  the  BIF 
without  corresponding  reserves,  and  exacerbates  the  FICO  problem. 

Conclusion 

IBAA  is  aware  that  there  is  much  ongoing  discussion  about  combining  any  solu- 
tion to  the  SAIF/FICO  problem  with  sweeping  structural  changes  in  the  industry, 
including  the  elimination  of  the  thrift  charter,  merging  the  BIF  and  the  SAEF,  and 
even  totally  restructuring  the  bank  regulatory  agencies.  Each  issue  has  unintended 
consequences  and  unforeseen  political  ramifications.  Such  a  comprehensive  solution 
seldom  passes  Congress,  and  even  more  seldom  has  the  end  result  been  anticipated. 
Who,  for  example,  foresaw  that  the  Garn-St  Germain  Act,  which  was  designed  to 
alleviate  the  thrift  crisis,  would  so  exacerbate  it  that  the  Banking  Committee  is  still 
working  through  a  solution  13  years  later. 

A  special  word  regarding  merger  of  the  funds.  As  President  of  the  IBAA  I  have 
had  the  opportunity  to  meet  with  thousands  of  bankers  throughout  our  great  coun- 
try. The  IBAA  has  made  a  pact  with  the  bankers  who  we  are  honored  to  represent. 
And  part  of  this  pact — which  the  IBAA  reevaluates  at  least  once  a  year — has  been 
strong  opposition  to  the  merger  of  the  BIF  and  the  SAIF.  And  I  can  assure  you  that 
if  any  banking  trade  association  breaks  with  this  pledge,  many,  many  members  will 
not  follow.  The  Committee  should  be  aware  of  this  political  reality. 

We  very  much  appreciate  being  asked  to  testify  on  this  issue  and  sincerely  hope 
that  the  fact  that  these  hearings  have  been  held  will  allow  Chairman  Heifer  and 
her  Board  to  do  their  duty  under  present  law  and  immediately  announce  what  the 
BEF  premium  will  be.  This  is  important  to  the  banking  industry  and  to  the  economy. 
Business  must  be  able  to  plan,  and  FDIC  insurance  remains  an  enormous  fixed  cost. 


Bill  Seidmanrs 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 
FROM  JOHN  D.  HAWKE,  JR. 

Q.l.  Some  have  suggested  that  a  comprehensive  solution  to  the 
SAIF's  problems  should  include  a  merger  of  the  BIF  and  SAIF 
funds,  a  merger  of  the  OCC  and  OTS  and  a  unification  of  the  thrift 
and  bank  charters — in  addition  to  a  recapitalization  of  the  SAIF. 
If  the  Congress  moves  forward  in  resolving  SAIF's  financial  prob- 
lems, should  it  also  address  these  other  issues  and  how  should  it 
proceed? 

A.1.  As  you  know,  the  joint  FDIC,  OTS,  and  Treasury  proposal  for 
a  comprehensive  solution  to  SAIF's  problems  has  three  essential 
elements:  (1)  capitalize  SAIF  through  a  one-time  assessment;  (2) 
spread  the  FICO  payments  pro  rata  over  all  FDIC-insured  institu- 
tions; and  (3)  merge  the  insurance  ends  as  soon  as  practicable, 
preferably  by  the  beginning  of  1998.  All  three  elements  are  essen- 
tial for  a  permanent  solution  to  SAIFs  problems.  To  prevent  any 
further  weakening  of  SAIF,  this  solution  must  be  enacted  quickly. 

Inaction  will  make  it  more  difficult  for  SAIF  to  solve  its  own 
problems  and  for  SAIF  members  to  attract  capital.  It  will  reduce 
the  thrift  industry's  ability  to  serve  housing  finance,  encourage  ex- 
cessive risk-taking,  and  hinder  Government  efforts  to  find  private- 
sector  solutions  for  troubled  thrifts. 

As  I  stated  in  my  testimony,  any  discussion  of  merging  the  two 
funds  raises  many  ancillary  issues,  centering  on  the  future  of  the 
thrift  charter  and  other  rules  and  institutional  arrangements  spe- 
cific to  savings  institutions.  Treasury  is  currently  developing  pro- 
posals to  resolve  these  issues,  and  plans  to  report  back  to  the 
Banking  Committees  by  October  1. 

Q.2.  Today's  testimony  indicates  that  a  substantial  premium  dif- 
ferential could  result  in  a  default  on  the  FICO  interest  obligation. 
Since  the  FICO  obligations  do  not  carry  the  full  faith  and  credit 
guarantee  of  the  Federal  Government,  should  Congress  care  about 
a  possible  default  on  the  FICO  interest  obligation? 
A.2.  The  concern  with  the  FICO  interest  obligation  lies  in  the  rela- 
tionship between  the  obligation  and  the  health  of  SAIF.  As  you 
point  out,  FICO  interest  payments  do  not  carry  the  full  faith  and 
credit  guarantee  of  the  Federal  Government.  Indeed,  the  FICO 
bonds  explicitly  state  that  they  are  not  guaranteed  as  to  principal 
or  interest  by  the  Government. 

Congress  directed  that  FICO  interest  payments  be  funded  from 
SAIF  premiums  paid  by  SAIF-insured  savings  associations.  The 
large,  fixed  nature  of  this  obligation  is  a  critical  part  of  SAIF's 
problems.  Among  other  things,  the  fixed  FICO  obligation,  combined 
with  a  declining  SAIF  assessment  base,  makes  the  FICO  payments 
more  onerous  over  time  and  diverts  an  ever-increasing  portion  of 
premium  income  from  SAIF.  Thus,  Congress  should  be  concerned 
with  the  FICO  obligation  because  the  burden  of  the  FICO  pay- 
ments will  render  SAIF's  capitalization  increasingly  distant  and 
unlikely.  Carried  to  its  logical  conclusion,  the  FICO  obligation 
threatens  the  solvency  of  SAIF  itself. 

Q.3.  The  Congressional  Budget  Office,  in  its  written  statement,  in- 
dicates that  a  premium  disparity  could  cause  the  SAIF  assessment 


120 

base  to  shrink — leaving  the  weakest  and  smallest  thrifts  behind. 
Please  comment  on  the  implications  of  this  possibility. 
A.3.  As  our  testimony  indicates,  we  fully  agree  with  the  CBO's  as- 
sertion that  a  premium  disparity  between  BIF  and  SAIF  would  re- 
sult in  erosion  of  SAIPs  assessment  base.  The  healthiest  thrifts 
will  have  strong  economic  incentives  to  avoid  paying  almost  six 
times  as  much  as  the  healthiest  BIF  members  for  the  same  insur- 
ance coverage. 

Healthy  thrifts  have  a  variety  of  ways  to  shrink  their  SAIF  de- 
posits. For  example,  they  can  increase  their  reliance  on  nondeposit 
(i.e.,  nonassessable)  funding  sources,  such  as  FHLBank  advances. 
Thrifts  may  also  seek  to  switch  deposits  from  SAIF  to  BIF  by  form- 
ing affiliated  BIF-insured  banks  with  branches  in  their  thrift  lob- 
bies. Customers  could  then  be  encouraged  through  various  incen- 
tives to  shift  their  deposits  to  the  BIF-insured  banks.  Healthier 
thrifts  are  more  likely  to  pursue  such  a  strategy  than  weaker 
thrifts;  leaving  SAIF  to  insure  the  deposits  of  weaker — and 
riskier — thrifts. 

SAIF  already  faces  increased  risks  because  it  insures  a  special- 
ized industry  of  institutions  with  portfolios  concentrated  in  hous- 
ing-related assets.  Such  a  scenario  would  increase  the  concentra- 
tion of  SAIF's  base  even  more — making  the  Fund  more  vulnerable 
to  economic  downturns  and  financial  market  instability. 

Q.4.  Your  testimony  notes  that  thrifts  may  decide  to  operate  more 
like  mortgage  banks  in  order  to  reduce  their  need  to  hold  SAIF  de- 
posits. You  also  note  that  several  types  of  mortgages  that  do  not 
meet  secondary  market  standards  might  not  be  available  if  thrifts 
took  such  action.  What  types  of  mortgages  are  you  referring  to? 
A.4.  To  avoid  paying  higher  SAIF  premiums,  SAIF  members  can 
pursue  a  variety  of  strategies,  including,  as  you  mentioned,  operat- 
ing more  like  mortgage  bankers  by  selling  loans  to  the  secondary 
market.  Community  development,  affordable  housing,  and  other 
loans  that  benefit  low-income  families  and  communities  typically 
do  not  fit  secondary  market  standards,  and  often  must  be  held  in 
portfolio.  Additionally,  mortgages  that  exceed  the  conforming  loan 
limit  do  not  have  as  deep  a  secondary  market  as  conforming  loans, 
and,  therefore,  are  frequently  held  in  portfolio.  A  thrift  that  is  oper- 
ating like  a  mortgage  banker  would  be  holding  fewer  mortgages  in 
portfolio,  and  as  a  result  could  be  making  fewer  of  these  types  of 
loans. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF 
SENATOR  MOSELEY-BRAUN  FROM  JOHN  D.  HAWKE,  JR. 

Q.l.  A  number  of  thrifts  and  thrift  owners  have  contacted  me  to 
express  their  deep  concern  about  the  possible  one-time  "earnings  or 
book"  impact  of  the  one-time  deposit  insurance  premium.  One  sug- 
gestion that  has  been  made  to  me  is  that  half  01  the  additional  85- 
90  basis  point  premium  be  measured  against  deposits  as  of  the  end 
of  the  first  quarter  of  calendar  1996  (March  31,  1996)  and  the  other 
be  measured  against  deposits  as  of  the  end  of  the  first  quarter  of 
calendar  1995  (March  31,  1995). 

Would  it  be  possible  to  utilize  a  procedure  of  this  kind  that  would 
be  budget  neutral,  and  that  would  spread  the  accounting  impact  of 
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the  one-time  premium  to  recapitalize  the  SAIF  over  two  accounting 
years? 

A.1.  Charging  part  or  all  of  the  special  premium  against  deposits 
as  of  some  future  time  (e.g.,  March  31,  1996)  would  create  incen- 
tives for  institutions  to  shrink  their  SAIF  deposits  to  reduce  future 
costs.  The  healthiest  institutions  would  be  most  likely  to  find  alter- 
native funding  sources  to  SAIF-insured  deposits,  thus  concentrat- 
ing the  responsibility  of  the  special  premium  on  those  institutions 
less  able  to  afford  it.  The  joint  SAIF  proposal  uses  a  retrospective 
base  (March  31,  1995)  for  the  entire  special  premium  because  it 
would  not  create  these  incentives  and  would  prevent  evasion. 

In  developing  the  joint  proposal,  Treasury,  FDIC,  and  OTS  con- 
sidered the  possibility  of  spreading  the  impact  of  a  retrospective- 
based  special  premium  over  several  accounting  periods.  Based  on 
discussions  with  accounting  professionals,  however,  thrifts  probably 
could  not  spread  the  accounting  impact.  Even  if  a  retrospective- 
based  special  premium  were  due  in  installments  over  several  years, 
most  accountants,  we  were  told,  would  view  the  entire  sum  as  a 
probable  and  reasonably  estimable  cost.  Thus,  thrifts  would  have 
to  recognize  the  full  expense  (and  a  corresponding  liability  for  fu- 
ture payments)  up  front. 

Several  thrift  industry  representatives  would  prefer  to  recognize 
the  full  special  premium  expense  up  front  (when  they  implement 
the  joint  proposal's  other  main  elements).  They  argue  that  putting 
SAIF's  problems  behind  them  would  improve  their  ability  to  attract 
capital  and  enable  them  to  reap  the  benefits  of  lower  regular  pre- 
miums as  early  as  1996. 

The  budget  impact  of  the  special  premium,  whether  paid  as  set 
forth  in  the  joint  proposal  or  as  described  in  the  question,  depends 
on  the  amount  and  timing  of  cash  flows  into  and  out  of  the  insur- 
ance funds.  How  the  CBO  will  score  (i.e.,  determine  the  budget  im- 
pact of)  SAIF  legislation  is  a  function  of  the  agency's  baseline  (cur- 
rent law)  projections  and  its  assessment  of  the  impact  of  proposed 
legislation. 

Q.2.  Is  it  possible  to  craft  a  proposal  of  this  kind  that  would  still 
result  in  rapidly  recapitalizing  the  SAIF,  and  that  would  still  result 
in  all  receipts  to  the  SAIF  being  made  during  the  Federal  fiscal 
year  1996? 

A.2.  Spreading  the  special  assessment  expense  booked  by  SAIF-in- 
sured institutions  over  several  accounting  periods  would  force  the 
FDIC  to  spread  the  corresponding  income  to  SAIF  over  the  same 
time  frame  (regardless  of  the  timing  of  cash  flows).  This  would  not 
only  provide  institutions  with  an  incentive  to  decrease  their  assess- 
ment base  (i.e.,  deposits)  to  lower  the  second  half  of  the  special  as- 
sessment, but  would  prevent  SAIF  from  rapidly  capitalizing  as  en- 
visioned in  the  joint  proposal.  If  SAIF  is  not  fully  capitalized  at  the 
start  of  1996  as  proposed,  SAIF-insured  institutions  would  continue 
to  pay  higher  risk-based  premiums  (23-31  basis  points)  until  the 
1.25  percent  reserve  ratio  is  achieved.  This  would  only  delay  the 
creation  of  a  level  playing  field  between  BIF-  and  SAIF-insured  in- 
stitutions. 

Q.3.  Would  a  plan  of  this  type  reduce  the  adverse  impact  of  the 
one-time  recapitalization  on  the  thrift  industry? 
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A.3.  FDIC  and  OTS  have  stated  that  few  institutions  are  likely  to 
fail  as  a  result  of  the  special  assessment  contained  in  the  joint  pro- 
posal. The  joint  proposal,  nonetheless,  permits  FDIC  to  exempt 
those  weak  institutions  for  whom  paying  the  special  premium  poses 
increased  risks  to  the  insurance  fund. 

For  the  vast  majority  of  thrifts,  which  are  well  capitalized  and 
managed  soundly,  any  near-term  earnings  impact  will  be  offset  by 
the  benefits  of  lower  regular  premiums  and  a  permanent  solution 
to  SAIFs  problems. 

As  explained  in  our  answer  to  question  one,  a  plan  to  spread  the 
accounting  impact  of  a  special  assessment  is  not  likely  to  succeed. 
Accountants  would  probably  require  the  full  amount  or  a  retrospec- 
tive-based special  premium  that  is  due  in  installments  to  be  recog- 
nized up  front  once  the  legislation  is  enacted.  If  part  of  the  special 
assessment  were  calculated  on  a  prospective  basis,  thrifts  would 
have  an  incentive  to  reduce  their  assessment  base  to  reduce  the 
amount  of  the  second  payment.  Regular  premiums  would  remain  at 
the  current  high  levels  until  SAIF  is  fully  capitalized. 

Q.4.  Would  the  Treasury  Department  object  to  a  Federal-budget 
neutral  proposal  to  spread  the  earnings  impact  of  the  special,  one- 
time SAIF  recapitalization  premium  over  two  accounting  years  for 
thrifts? 

A.4.  As  discussed  in  the  answer  to  Question  2,  any  proposal  that 
might  succeed  in  spreading  the  earnings  impact  of  the  special  as- 
sessment on  thrifts  over  multiple  accounting  periods  {e.g.,  2  years) 
would  require  the  FDIC  to  spread  the  recognition  of  income  to 
SAIF  over  the  same  time  frame.  This  would  prevent  SAIF  from 
being  capitalized  at  the  beginning  of  1996,  and  would  require  the 
FDIC  to  postpone  reducing  SAIF  premiums  until  the  Fund  reaches 
the  designated  reserve  ratio  of  1.25  percent.  Both  the  resulting  20 
basis  point  differential  and  the  prospective  special  assessment  date 
could  encourage  thrifts  to  reduce  their  SAIF  deposits.  The  joint 
proposal  provides  no  disincentives  for  SAIF  deposit  growth  after 
March  1995. 

We  believe  the  benefits  of  the  joint  proposal  to  SAIF-insured  in- 
stitutions far  outweigh  the  costs.  The  proposal  would  result  in  an 
immediate  lowering  of  SAIF  assessment  rates,  and  would  maintain 
the  lower  rates,  not  only  by  spreading  the  FICO  obligation  to  BIF- 
insured  institutions,  but  also  by  merging  the  funds. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 
FROM  RICKI  HELFER 

Q.l.a.  Several  thrifts  are  seeking  bank  charters.  Please  explain 
what  impact  this  could  have  on  SAIF. 

A.l.a.  Deposit  migration  poses  a  number  of  problems  for  the  SAIF 
and  ultimately  could  threaten  its  soundness.  Since  March  1,  a 
number  of  holding  companies  with  Savings  Association  Insurance 
Fund  (SAIF)  members  have  applied  for  de  novo  bank  charters  and 
Federal  deposit  insurance  in  the  Bank  Insurance  Fund  (BIF). 
These  applications  are  designed  to  facilitate  the  migration  of  depos- 
its from  the  SAIF  to  the  BIF  and  represent  one  of  several  strate- 
gies that  thrifts  can  pursue  to  minimize  their  exposure  to  higher 
SAIF  assessment  rates.  Other  strategies  that  SAIF-insured  institu- 
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tions  can  pursue  include  increasing  their  reliance  on  nonassessable 
funding  sources,  such  as  Federal  Home  Loan  Bank  advances  and 
reverse  repurchase  agreements,  and  reducing  the  volume  of  port- 
folio investments  by  securitizing  or  selling  assets. 

Generally,  these  bank  charter  applications  seek  to  establish 
branch  offices  of  the  new  BIF  member  in  existing  branch  offices  of 
the  SAIF-member  subsidiary.  Customers  then  may  be  encouraged 
through  various  incentives  to  shift  deposits  from  the  SAIF-member 
subsidiary  to  the  newly  chartered  BIF  member.  As  an  alternative 
to  seeking  a  new  bank  charter,  the  migration  of  deposits  can  be  fa- 
cilitated by  a  SAIF  member  acquiring  an  existing  BIF  member,  by 
a  holding  company  that  owns  both  a  BIF-  and  a  SAIF-member  sub- 
sidiary applying  for  a  shared  branch  location,  and  through  agency 
relationships  permitted  under  the  Riegle-Neal  interstate  Banking 
and  Branching  Efficiency  Act. 

The  movement  of  deposits  from  SAIF-insured  institutions  to  BIF- 
insured  institutions  poses  problems  for  the  SAIF  and  its  ability  to 
meet  the  FICO  interest  obligation.  As  of  the  end  of  March,  the 
SAIF  assessment  base  available  for  FICO  payments  totalled  $478 
billion  leaving  a  "cushion"  of  $150  billion  above  the  assessment 
base  of  $328  billion  needed  at  the  current  average  SAIF  rate  to 
generate  sufficient  revenue  to  meet  the  FICO  interest  obligation. 
To  date,  thrifts  seeking  to  engage  in  deposit  migration  strategies 
have  SAIF  deposits  that  represent  more  than  75  percent  of  the  re- 
maining cushion  against  a  FICO  default.  Although  obstacles  exist 
to  a  massive  migration  of  deposits,  deposit  migration  due  to  the  in- 
centive created  by  a  BIF-SAIF  premium  disparity  threatens  the  ex- 
isting mechanism  for  funding  the  FICO  bonds. 

Such  deposit  migration  also  would  exacerbate  potential  struc- 
tural problems  in  the  SAIF.  The  institutions  most  likely  to  migrate 
would  be  the  stronger  ones.  The  SAIF  would  be  supported  by,  and 
would  insure  the  deposits  of,  institutions  that  currently  are  consid- 
ered to  represent  a  higher  risk. 

Thus,  the  effectiveness  of  the  SAIF  as  a  loss-sharing  mechanism, 
which  already  is  compromised  somewhat  by  structural  weakness 
relating  to  product  and  geographic  concentrations,  would  be  re- 
duced. 

Q.l.b.  How  does  the  FDIC  plan  to  proceed  in  reviewing  deposit  in- 
surance applications  made  by  thrifts  seeking  bank  charters? 
A.l.b.  The  FDIC  intends  to  apply  the  same  standards  as  apply  to 
processing  other  applications  for  deposit  insurance.  Section  6  of  the 
Federal  Deposit  Insurance  Act  sets  forth  the  statutory  factors  to  be 
considered  in  connection  with  any  determination  regarding  deposit 
insurance.  These  factors  are: 

(1)  The  financial  history  and  condition  of  the  institution. 

(2)  The  adequacy  of  the  institution's  capital  structure. 

(3)  The  institution's  future  earnings  prospects. 

(4)  The  general  character  and  fitness  of  the  institution's  man- 
agement. 

(5)  The  risk  to  the  Bank  insurance  Fund  or  Savings  Associa- 
tion Insurance  Fund. 

(6)  The  convenience  and  needs  of  the  community  to  be  served. 
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(7)  Whether  the  institution's  corporate  powers  are  consistent 
with  the  purposes  of  the  Federal  Deposit  Insurance  Act. 

Staff  advises  that  the  applications  received  to  date  are  still  under 
review  and  will  be  forwarded  to  the  FDIC  Board  of  Directors  for 
action  as  soon  as  possible,  consistent  with  a  thorough  review  of  rel- 
evant issues. 

Q.2.  Thrifts  continue  to  earn  profits  and  build  up  their  capital  po- 
sitions. What  is  the  likelihood  of  the  kind  of  thrift  failures  suffi- 
cient to  wipe  out  the  SAIF  occurring  soon? 

A.2.  On  March  31,  1995,  the  SAIF  had  a  fund  balance  of  $2.2  bil- 
lion and  a  reserve  ratio  (the  ratio  of  fund  balance  to  insured  depos- 
its) of  $.31  per  $100  of  insured  deposits.  To  be  fully  capitalized  at 
the  statutory  designated  reserve  ratio  of  $1.25  per  $100  of  insured 
deposits  on  that  date,  the  SAIF  would  have  required  an  additional 
$6.6  billion.  Despite  the  general  good  health  of  the  thrift  industry, 
a  significantly  undercapitalized  SAIF  is  vulnerable  to  the  failure  of 
a  single  large  SAIF-insured  institution  or  several  sizable  institu- 
tions. Such  failures,  or  an  economic  downturn  leading  to  higher 
than  anticipated  losses,  could  render  the  SAIF  insolvent.  While  the 
FDIC  currently  does  not  predict  such  thrift  failures,  they  remain 
a  possibility. 

Q.3.  When  FDIC  lowers  the  BIF  premiums,  you  have  indicated 
that  the  average  assessment  rate  for  BIF  members  would  be  4.5 
basis  points,  while  the  average  assessment  rate  for  SAIF  members 
will  remain  24  basis  points.  Is  this  proposed  20  basis  point  pre- 
mium differential  a  significant  disadvantage  for  thrifts?  Will  the 
premium  differential  cause  or  contribute  to  failures? 
A.3.  A  long-term  differential  of  this  magnitude  likely  would  make 
many  thrifts  less  competitive  in  pricing  loans  and  deposits,  erode 
earnings  and  capital,  and  hamper  access  to  new  capital.  The  pub- 
licized intentions  of  some  SAIF  members  to  cause  deposits  to  mi- 
grate from  the  SAIF  to  the  BIF  and  to  pursue  other  strategies  to 
minimize  their  exposure  to  higher  SAIF  premiums  indicate  that 
thrifts  view  the  impending  rate  differential  as  a  significant  dis- 
advantage. This  is  understandable  given  that  the  same  deposit  in- 
surance coverage  is  being  offered  to  insured  institutions  at  dif- 
ferent prices  based  upon  their  fund  membership. 

If  BIF  members  pass  along  their  assessment  savings  to  their  cus- 
tomers, SAIF  members  may  be  forced  to  pay  more  for  deposits  or 
charge  less  for  loans  in  order  to  remain  competitive,  which  could 
result  in  reduced  earnings  and  impaired  ability  to  raise  funds  in 
the  capital  markets.  Among  the  weakest  thrifts,  a  20  basis  point 
differential  could  result  in  competitive  pressures  that  could  result 
in  additional  failures. 

An  analysis  of  the  effects  of  the  impending  20  basis  point  dif- 
ferential between  the  average-BIF  and  average-SAIF  assessment 
rates  indicates  that  thrift  failures  likely  would  increase,  but  to  an 
extent  that  should  be  manageable  for  the  SAIF  over  the  next  5 
years  under  current  interest-rate  and  asset-quality  conditions. 
However,  this  analysis  also  shows  that  the  possible  effects  of  rising 
interest  rates  and/or  deteriorating  asset  quality  may  have  greater 
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effects  on  failure  rates — and  therefore  could  pose  greater  risks  to 
the  SAIF — than  would  an  average  20  basis  point  differential. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BENNETT 
FROM  RICKI  HELFER 

Q.l.  In  your  testimony,  you  note  that  credit  unions  would  benefit 
from  assuring  a  sound  safety  net,  and  that  Government-Spon sored 
Enterprises  would  benefit  from  preventing  a  FICO  default.  How 
would  you  recommend  that  Congress  factor  these  two  groups  into 
our  considerations  on  the  SAIF  problem?  What  possible  role,  if  any, 
do  you  see  for  other  "financial  institutions"  such  as  Fannie  Mae  or 
Freddie  Mac? 

A.1.  Insolvency  of  the  SAIF  could  be  viewed  by  the  public  as  a 
problem  with  FDIC  insurance  and  with  the  Federal  safety  net. 
Only  a  small  segment  of  the  population  distinguishes  the  SAIF,  the 
BIF,  and  the  FDIC.  To  most,  only  one  acronym,  "FDIC,"  matters. 
The  interagency  proposal  for  addressing  the  problems  of  the  SAIF 
recognizes  the  importance  of  preserving  the  integrity  of  the  term 
"FDIC  insured."  Accordingly,  both  BIF-insured  institutions  and 
SAIF-insured  institutions  would  be  asked  to  bear  the  responsibility 
for  the  interest  payments  on  the  FICO  obligations. 

Both  credit  unions  and  Government-Sponsored  Enterprises  have 
a  stake  in  the  credibility  of  the  Federal  safety  net.  In  addition, 
Fannie  Mae  and  Freddie  Mac  obligations  trade  on  the  same  basis 
as  FICO  obligations.  However,  neither  credit  unions  nor  Govern- 
ment-sponsored entities  benefit  directly  from  FDIC  insurance.  It  is 
a  decision  for  Congress  whether  to  seek  assistance  in  the  resolution 
of  the  SAIFs  problems  from  participants  in  the  financial  system 
who  do  not  benefit  directly  from  FDIC  insurance. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 
FROM  ALAN  GREENSPAN 

Q.l.  Please  discuss  the  economic  inefficiencies  resulting  from 
SAIF-insured  institutions  scrambling  to  lower  their  insurance  costs 
and  BIF-insured  institutions  seeking  to  keep  SAIF  deposits  out  of 
their  fund.  What  effect  would  instability  in  the  deposit  insurance 
system  have  on  the  availability  and  price  of  credit? 
A.1.  Competitive  depository  institutions  cannot  differentiate  them- 
selves by  the  quality  of  the  deposit  insurance  that  is  offered  be- 
cause it  is  the  same  insurance  regardless  of  whether  it  is  from  BIF 
or  SAIF.  In  either  case,  it  is  Government-mandated  and  Govern- 
ment-sponsored deposit  insurance.  For  identical  insurance,  it  is  ra- 
tional that  depository  institutions  seek  the  one  available  at  the 
lowest  cost.  If  a  substantial  difference  in  deposit  premiums  exists 
between  SAIF  and  BIF,  the  institutions  paying  the  higher  premium 
will  pursue  insurance  offered  by  the  other  insurance  fund  unless 
there  is  some  other  reason  to  remain  with  their  current  fund.  In 
the  process,  the  disadvantaged  fund  becomes  increasingly  vulner- 
able to  insolvency  as  its  premium  base  declines.  This  in  turn  en- 
genders a  still  greater  incentive  to  leave  the  troubled  fund  or  re- 
quires the  payment  of  still  higher  premiums  to  support  it.  Short  of 
effective  barriers  to  exit,  which  I  do  not  believe  can  be  created  in 
this  context,  the  downward  spiral  does  indeed  lead  to  fund  insol- 
vency. Thus,  having  two  deposit  insurance  funds  creates  a  mecha- 
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nism  that  is  prone  to  instability  now,  and  probably,  in  the  future. 
In  addition,  such  "regulatory  arbitrage"  wastes  scarce  and  valuable 
resources  that  could  be  mucn  more  productively  employed. 

One  key  component  of  a  healthy  financial  system  is  a  sound  de- 
pository institution  system,  and  an  important  component  of  a 
sound  depository  institution  system  is  that  depository  institutions 
are  not  given  artificial  incentives  to  switch  between  insurance 
funds  or  to  abandon  an  insurance  fund  in  order  to  gain  competitive 
advantages.  Furthermore,  as  we  know  from  our  experience  in  the 
last  recession,  uncertainties  about  the  resolution  of  insurance  fund 
failures,  and  the  regulatory  policies  needed  to  protect  the  taxpayer 
while  these  uncertainties  are  resolved,  can  only  inhibit  the  willing- 
ness of  depository  institutions  to  lend.  While  there  were  many  rea- 
sons monetary  policy  encountered  strong  headwinds  during  that 
period,  surely  the  legislative  and  regulatory  reactions  to  the  tax- 
payer funding  of  the  thrift  deposit  insurance  fund  and  to  the  de- 
pleted nature  of  the  BIF  compounded  our  problems.  The  expected 
near-term  financial  environment  is  markedly  stronger  and  markets 
more  flexible  than  during  that  period,  with  banks  better  able  to  ab- 
sorb considerably  more  demand  shifted  from  a  thrift  industry 
weakened  by  higner  cost  deposit  insurance.  Nonetheless,  instability 
at  thrifts  could  still  cause  disruptions  in  financial  markets,  ad- 
versely affecting  the  availability  of  credit. 

Q.2.  Since  the  FICO  obligations  do  not  carry  the  full  faith  and 
credit  guarantee  of  the  Federal  Government,  should  Congress  care 
about  a  possible  default  on  the  FICO  interest  obligation? 
A.2.  The  Financing  Corporation  (FICO)  is  a  Government  corpora- 
tion that  has  issued  debt  which  investors  perceived  as  being  implic- 
itly guaranteed  by  the  Government.  In  this  regard,  FICO  bonds  are 
similar  to  debt  issued  by  other  Government-Sponsored  Enterprises, 
and  the  nonpayment  of  interest  on  FICO  bonds  thus  would  be  per- 
ceived by  the  market  as  having  implications  for  the  debt  of  these 
other  Government-Sponsored  Enterprises.  The  magnitude  of  the 
harm  imposed  on  these  other  enterprises,  in  terms  of  higher  inter- 
est costs  for  the  debt  they  issue,  is  difficult  to  gauge,  but  investors 
would  surely  increase  their  wariness  when  purchasing  the  debt  of 
Government  enterprises. 

Q.3.  You  will  note  that,  in  the  mind  of  the  typical  depositor,  the 
FDIC — not  the  BIF  or  the  SAIF — provides  deposit  insurance. 
Doesn't  this  indicate  that  the  problems  we  are  discussing  today  af- 
fect all  institutions  that  have  Federal  insurance  and  are  not  just 
SAIF  problems? 

A.3.  Depositors  are  generally  unaware,  and  indeed  should  be  un- 
concerned, about  BIF  versus  SAIF.  In  the  mind  of  the  typical  de- 
positor, the  FDIC  provides  the  insurance,  and  the  details  of  one 
fund  versus  another  receive  little  attention.  This  is  generally  true 
for  all  depositors,  regardless  of  the  depository  institution  they  use 
or  the  immediate  insurer  of  their  deposits — they  perceive  their  in- 
surance as  a  promise  from  the  Government,  not  from  a  particular 
deposit  insurance  fund.  Thus,  having  two  deposit  insurance  funds 
creates  a  mechanism  that  is  prone  to  instability  now,  and  probably, 
in  the  future.  Today,  the  problem  is  at  the  SAIF;  it  may,  at  some 
date  in  the  future,  be  at  the  BIF.  Moreover,  a  question  about  one 
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insurance  fund  would  no  doubt  create  some  public  perception  of  po- 
tential problems  at  the  other  fund — regardless  of  differences  in  re- 
serve positions. 

Q.4.  You  state  that  SAIF  institutions  will  be  harmed  directly  by 
the  continuation  of  a  deposit  premium  higher  than  that  assessed 
on  BIF  members.  How  serious  is  the  harm  that  could  occur  to  the 
SAIF  members  and  how  quickly  could  this  harm  occur? 
A.4.  As  I  stated  previously,  when  members  of  one  fund  try  to  shift 
to  the  other  deposit  insurance  fund,  the  disadvantaged  fund  be- 
comes increasingly  vulnerable  to  insolvency  as  its  premium  base 
declines.  This  in  turn  engenders  a  still  greater  incentive  to  leave 
the  troubled  fund  or  requires  the  payment  of  still  higher  premiums 
to  support  it.  Short  of  effective  barriers  to  exit,  once  initiated  the 
downward  spiral  does  indeed  lead  to  fund  insolvency. 

Even  a  relatively  small  annual  deposit  migration  of  $40  to  $50 
billion  from  SAIF  to  BIF  (roughly  7  percent  of  the  existing  SAIF 
assessment  base)  suggests  that  payments  of  FICO  bond  interest 
funded  by  SAIF  could  be  put  in  jeopardy  in  the  very  near  future. 
If  action  is  not  taken  shortly,  a  future  congressional  appropriation 
for  interest  on  FICO  bonds  might  be  required,  or  further  increases 
in  SAIF  premiums  on  the  smaller  SAIF  deposit  base  might  be  nec- 
essary, or  possibly  even  the  imposition  of  higher  premiums  on  both 
SAIF  and  BIF  deposits  might  be  needed. 

Q.5.  Do  you  believe  that  it  would  be  good  public  policy  to  move 
now  to  a  common  bank  and  thrift  charter? 

A.5.  Events  over  the  last  decade  suggest  that  market  forces  and 
innovations  have  reduced  the  relative  yield  on  the  standard  resi- 
dential mortgage,  while  at  the  same  time  other  market  forces  have 
made  deposit  rates  increasingly  competitive.  In  such  an  environ- 
ment, significant  questions  are  raised  about  the  economic  viability 
of  any  institution  that  by  law  or  regulation  is  required  to  place 
most  of  its  assets  in  mortgage  instruments  and  fund  them  in  the 
deposit  market.  Consequently,  a  public  policy  that  induces — let 
alone  requires — thrifts  to  specialize  in  mortgage  finance  threatens 
the  continued  viability  of  many  thrifts — particularly  those  without 
wide  and  deep  deposit  franchises,  tight  cost  controls,  and  the  abil- 
ity, when  necessary,  effectively  to  originate  and  sell  standard  mort- 
gages that  cannot  profitably  be  held  long-term.  A  broader  charter 
for  thrifts — such  as  a  commercial  bank  charter  that  lets  them  hold 
a  wider  range  of  assets — thus  would  seem  to  be  good  public  policy. 

Q.6.  If  thrift  or  institutions  operating  under  the  new  common 
charter  are  not  required  to  make  housing  related  loans,  are  there 
now  adequate  alternative  sources  of  mortgage  financing,  or  should 
Congress  still  impose  a  housing  assets  test  of  depository  institu- 
tions? 

A.6.  So  far  in  this  decade,  savings  and  loans  and  savings  banks 
have  originated  25  percent  of  the  residential  mortgages — as  com- 
pared to  50  percent  over  the  previous  20  years — and  hold,  on  aver- 
age, only  28  percent  of  outstanding  residential  mortgage  debt,  com- 
pared to  two-thirds  during  the  earlier  period.  Currently,  only  two 
thrifts  are  among  the  top  15  mortgage  servicers  and  none  are 
among  the  top  ten  originators.  Over  the  last  decade,  when  thrifts' 
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participation  in  the  residential  mortgage  market  receded,  the  ag- 
gregate supply  of  housing  finance  was  unimpaired  and  mortgage 
rate  apparently  unaffected.  Thus,  the  nexus  between  thrifts  and 
housing  largely  has  been  broken  without  any  detriment  to  housing 
finance  availability,  and  a  housing  asset  test  on  depository  institu- 
tions would  seem  unnecessary  at  this  time. 

Q.7.  Do  you  think  that  Congress  should  consider  changing  the  cur- 
rent special  thrift  bad  debt  tax  rules  on  a  going  forward  basis  to 
facilitate  portfolio  diversification? 

A.7.  Even  if  modifications  of  the  thrift  charter  are  not  adopted,  but 
especially  if  charter  changes  are  made,  serious  consideration  ought 
to  be  given  to  reevaluating  tax  rules  that  not  only  induce  mortgage 
specialization  but  penalize  thrifts  that  try  to  adopt  more  diversified 
portfolios.  The  special  bad  debt  reserve  treatment  that  provides  tax 
benefits — and,  hence,  subsidy — to  mortgage  lending  by  thrifts 
should  be  considered  for  removal  going  forward. 

Q.8.  If  thrifts  special  bad  debt  reserve  treatment  is  ended,  should 
thrifts  that  convert  to  banks  have  their  existing  reserves,  which 
were  allowed  as  a  subsidy  for  making  mortgage  loans,  grand- 
fathered? 

A.8.  Consideration  should  be  given  for  grandfathering  the  reserve 
buildup  from  this  past  tax  subsidy  in  order  to  remove  it  as  a  bar- 
rier for  entities  that  wish  to  diversify.  A  penalty  should  not  be 
charged  institutions  striving  to  respond  rationally  to  market  reali- 
ties. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BENNETT 
FROM  ALAN  GREENSPAN 

Q.l.  Given  this  year's  failure  of  CapCorp,  one  of  the  largest  credit 
unions,  what  actions,  if  any,  do  you  believe  the  Congress  needs  to 
take  to  shore  up  the  credit  union  insurance  system? 

A.1.  The  credit  union  insurance  fund  appears  to  have  sufficient  re- 
serves and  has  been  able  to  handle  credit  union  losses  without  dif- 
ficulty for  some  years.  While  it  may  be  good  practice  for  Congress 
to  periodically  review  the  practices  of  deposit  insurance  funds,  the 
credit  union  insurance  fund  shows  no  indication  of  particular  prob- 
lems that  require  specific  congressional  actions  at  this  time. 

Q.2.  Do  you  believe  that  it  posses  a  problem  for  a  financial  institu- 
tion to  have  its  principle  regulator  and  insurer  to  be  house  in  the 
same  agency? 

A.2.  While  past  problems  with  the  Federal  Home  Loan  Bank 
Board  have  highlighted  the  potential  for  conflict  between  the  insur- 
ance and  regulatory  functions  of  a  banking  agency,  such  problems 
can  be  managed  if  the  agency  has  been  given  sufficient  direction 
by  Congress  to  emphasize  the  safety  and  soundness  of  the  regu- 
lated institutions.  In  the  case  of  the  FDIC,  FDICIA  provided  a 
strong  direction  that  safety  and  soundness  is  the  first  priority  of 
any  regulator. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 
FROM  JONATHAN  L.  FIECHTER 

Q.l.  Several  thrifts  have  announced  their  intention  to  receive  bank 
charters.  To  what  extent  would  these  thrifts  be  able  to  unload 
SAIF  deposits  to  decrease  their  deposit  insurance  bill  and  how 
quickly  could  that  response  occur? 

A.1.  While  it  is  difficult  to  predict  how  rapidly  deposits  might  shift 
between  SAIF-insured  and  BIF-insured  affiliates  of  a  holding  com- 
pany in  response  to  a  disparity  in  SAIF/BIF  insurance  premiums, 
there  is  the  potential  for  wholesale  shifts  of  funds.  To  the  extent 
organizations  take  advantage  of  their  ability  to  offer  BIF-  and 
SAIF-insured  accounts  in  the  same  branch  locations,  customers 
could  be  offered  interest  bearing  accounts  that  were  identical  in  all 
respects  except  that  the  BIF-insured  account  would  yield  a  higher 
rate  of  return  than  the  SAIF-insured  account.  It  is  reasonable  to 
expect  many  customers  to  take  advantage  of  such  an  offer. 

In  addition,  even  if  a  thrift  does  not  charter  or  purchase  a  BIF- 
insured  institution,  its  customers  will  have  the  option  of  moving 
their  funds  to  non-affiliated  BIF-insured  institutions  that  offer 
higher  rates  of  interest. 

SAIF-insured  institutions  might  also  voluntarily  reduce  their  de- 
posit insurance  premiums  by  reducing  deposits  and  increasing 
their  nonassessable  funds,  such  as  Federal  Home  Loan  Bank  ad- 
vances or  reverse  repurchase  agreements.  As  a  general  rule,  thrifts 
hold  a  large  volume  of  assets  that  could  easily  be  pledged  as  collat- 
eral for  these  funding  sources.  This  gives  them  substantial  flexibil- 
ity to  shift  from  deposits  without  making  other  changes  in  their 
business  strategy. 

Q.2.  The  special  assessment  proposed  for  thrifts  in  the  interagency 
proposal  represents  a  significant  portion  of  thrifts'  net  earnings. 
How  does  the  size  of  the  special  assessment  relate  to  the  capital 
in  the  thrift  industry?  What  percentage  of  earnings  will  the  special 
assessment  be?  On  what  basis  should  any  thrifts  be  exempted  from 
the  special  assessment?  Also,  what  percentage  of  bank  earnings 
does  the  proposed  2.5  basis  point  charge  for  FICO  represent? 
A.2.  An  85  basis  point  special  assessment  would  cost  SAIF-mem- 
ber  institutions  $4.5  billion.  The  after-tax  cost  (assuming  a  35  per- 
cent tax  rate)  would  be  $2.9  billion,  approximately  71  percent  of 
1994  earnings  or  4.9  percent  of  capital. 

Institutions  would  be  exempted  from  the  special  assessment  if 
the  FDIC  Board  of  Directors  determines  that  imposing  the  special 
assessment  on  these  institutions  would  increase  risk  to  the  fund. 
While  the  specific  determinants  of  which  institutions  might  be 
granted  an  exemption  have  not  been  chosen,  we  would  expect  that 
any  institution  that  would  be  seriously  impaired  by  an  85  basis 
point  charge  would  be  eligible  for  the  exemption. 

The  2.5  basis  point  expense  for  FICO  interest  would  cost  BIF- 
member  institutions  $0.6  billion  a  year.  The  after-tax  cost  (assum- 
ing a  35  percent  tax  rate)  would  be  $0.4  billion.  This  represents 
four-fifths  of  1  percent  of  1994  net  income  for  BIF-member  institu- 
tions. 
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Q.3.  Thrift  stock  prices  have  increased  faster  than  bank  stocks  in 
the  first  half  of  1995.  Why  haven't  we  seen  more  evidence  of  the 
pending  premium  disparity  reflected  in  thrift  stock  prices? 
A.3.  Thrift  stock  prices  have  risen  slightly  faster  than  bank  stock 
prices  in  the  first  naif  of  1995  for  several  reasons.  First,  thrift  stock 
prices  have  been  propelled  upward  during  the  first  half  of  this  year 
by  a  favorable  interest  rate  and  stock  market  environment.  Thrift 
stock  prices  are  typically  more  volatile  than  the  stock  market  in 
general  and  bank  stocks  in  particular.  During  periods  of  falling  in- 
terest rates  and  rising  stock  markets,  such  as  the  first  half  of  1995, 
thrift  stocks  do  especially  well.  During  the  first  half  of  1995,  thrift 
stock  prices  gained  28.1  percent,  as  measured  by  the  SNL  All 
Thrift  Index,  versus  a  gain  of  27.0  percent  in  bank  stock  prices,  as 
measured  by  the  S&P  Bank  Index. 

On  the  other  hand,  when  interest  rates  rise  and  stock  markets 
decline,  as  they  did  last  fall,  thrift  stocks  fare  poorly.  For  example, 
during  the  period  August  31  through  December  30,  1994,  the  SNL 
All  Thrift  Index  fell  by  14.8  percent  while  the  stock  market,  meas- 
ured by  the  S&P  500,  fell  by  just  3.4  percent.  The  S&P  Bank  Index 
also  fell,  but  by  less  than  the  thrift  index,  by  14.3  percent. 

As  a  consequence  of  the  difference  in  volatility,  it  makes  more 
sense  to  measure  thrift  stock  price  performance  over  a  longer  time 
period,  not  just  over  a  very  favorable  one.  Over  the  period  August 
31,  1994  through  June  30,  1995,  the  two  bank  and  thrift  indices 
performed  about  the  same,  i.e.,  the  All  Thrift  SNL  Index  increased 
by  9.2  percent,  the  S&P  Bank  Index  increased  by  8.8  percent.  In 
contrast,  the  S&P  500  Index  increased  by  15.7  percent  over  the 
same  period. 

Second,  thrift  stock  prices  have  also  been  driven  by  merger  con- 
solidation in  the  financial  services  industry.  Numerous  entities  are 
attracted  to  the  deposits  and  customer  bases  of  thrift  institutions 
and  the  demand  has  favorably  affected  thrift  stock  prices.  Notwith- 
standing the  strong  showing  in  the  first  half  of  this  year,  however, 
there  continues  to  be  a  concern  both  within  the  thrift  industry  as 
well  within  the  banking  industry  over  the  long-term  viability  or  the 
thrift  industry.  Even  after  the  recent  run-up  in  prices,  thrifts  still 
tend  to  be  priced  at  a  discount  to  book  value  (93  percent,  based  on 
first  quarter  1995  financials),  while  banks  trade  at  a  substantial 
premium  (130  percent,  based  on  first  quarter  1995  financials). 

Finally,  the  impending  premium  disparity  does  not  appear  to 
have  been  a  factor  prior  to  this  year.  As  it  emerged  as  a  possible 
issue,  thrift  stock  investment  analysts  have  indicated  that  the  mar- 
ket assumes  that  the  BIF/SAIF  funding  problem  will  be  addressed 
promptly.  If  the  market  becomes  convinced  that  such  is  not  the 
case,  then  the  stock  prices  of  those  thrifts  that  cannot  avoid  the  ad- 
verse effects  of  the  premium  disparity  will  likely  suffer. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 
FROM  DAVID  E.A.  CARSON 

Q.l.  How  much  of  a  competitive  impact  would  the  proposed  pre- 
mium differential  have  on  thrifts? 

A.1.  SAIF-insured  banks  are  conservative,  well-managed  institu- 
tions that  survived  the  thrift  crisis  and  are  now  in  sound  financial 
shape.  That  status  would  be  jeopardized  by  a  competitively  dis- 
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advantaged  position  requiring  them  to  pay  almost  six  times   as 

much  for  deposit  insurance  as  BIF-insured  banks  that  present  the 

same  risk  profile  to  the  FDIC. 
The  reason  for  the  competitive  impact  was  clearly  laid  out  in 

Chairman  Greenspan's  testimony  before  you  on  July  28.  In  that 

testimony  he  said: 

The  difference  between  paying,  say,  24  basis  points  and 
paying  4.5  basis  points  for  deposit  insurance  translates 
into  about  $1.4  billion  per  year  in  additional  premiums 
paid  for  SAIF  deposits.  For  SAIF  institutions,  this  equals 
roughly  18  percent  of  their  1994  pretax  income. 

Subsequent  to  Chairman  Greenspan's  testimony,  the  FDIC  on 
August  8  as  anticipated  lowered  BIF  premiums  to  an  average  level 
of  about  4.5  basis  points,  while  SAIF  premiums  were  held  constant 
at  about  24  basis  points,  and  will  remain  at  that  level  or  higher 
indefinitely.  In  other  words,  SAIF-insured  institutions  are  paying 
a  deposit  insurance  premium  equivalent  to  an  additional  18  per- 
cent tax  rate,  on  top  of  the  payment  of  about  40  percent  of  income 
for  combined  Federal,  State  and  local  taxes.  Obviously,  the  impact 
of  paying  the  equivalent  of  an  58  percent  tax  rate,  when  your  most 
direct  competitors  pay  only  40  percent,  will  be  devastating,  particu- 
larly in  a  low  margin  business  like  banking. 

The  speed  with  which  this  cost  disparity  will  erode  the  financial 
condition  of  SAIF-insured  institutions  is  difficult  to  predict,  but  the 
eventual  outcome  is  certain.  Depending  on  market  conditions  that 
will  vary  to  some  degree  from  locality  to  locality,  competitive  forces 
will  result  in  the  lower  cost  structure  of  BIF-insured  banks  being 
passed  along  in  its  entirety  to  depositors,  borrowers  and  equity 
holders.  If  the  greater  amount  is  passed  through  to  depositors  at 
BIF-insured  institutions  in  the  form  of  higher  interest  rates,  the 
greater  will  be  the  decline  in  deposit  funding  available  to  SAIF-in- 
sured institutions.  If  the  greater  amount  is  passed  on  to  borrowers 
at  BIF-insured  institutions  in  the  form  of  lower  interest  rates,  the 
greater  will  be  the  decline  in  interest  income  and  earning  assets  at 
SAIF-insured  institutions.  If  the  greater  amount  accrues  to  BIF 
stockholders,  SAIF  members  will  have  greater  difficulty  accessing 
the  capital  markets  necessary  to  maintain  a  well  capitalized  indus- 
try. 

The  competitive  impact  of  a  sustained  deposit  insurance  pre- 
mium differential  of  the  magnitude  presently  in  place  is  sufficient, 
over  time,  to  cause  the  demise  of  the  entire  class  of  affected  deposi- 
tory institutions.  The  damage  will  be  wrought  not  only  on  these  in- 
stitutions, but  the  depositors  and  borrowers  at  these  institutions  as 
well.  Moreover,  their  communities  will  see  a  dramatic  decrease  in 
the  credit  and  banking  services  needed  to  develop  and  prosper. 

The  small  towns  and  cities  across  America  would  be  particularly 
hard  hit.  In  many  of  these  communities,  a  savings  institution  may 
be  the  largest  or  the  only  bank.  SAIF-member  banks  historically 
have  been  unusually  attuned  to  the  real  estate  and  consumer  fi- 
nance needs  of  the  average  American  household,  bringing  a  contin- 
uous commitment  to  community.  My  fellow  ACB  officer,  Bill 
Landefeld,  tells  me  that  in  a  30-mile  radius  of  his  home  office  in 
Normal,  Illinois,  there  are  seven  communities  which  have  but  two 
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financial  institutions — a  thrift  and  a  commercial  bank.  The  people 
in  these  towns  and  cities  want  and  deserve  a  choice  of  financial  in- 
stitutions, and  a  full  range  of  products,  prices,  and  services. 

The  costs  of  an  artificial,  policy-induced  decline  of  SAIF-insured 
institutions  would  have  a  considerable  impact  in  the  area  of  hous- 
ing finance.  Largely  because  of  SAIF-insured  banks,  borrowers 
have  enjoyed  the  choice  of  a  wide  array  of  adjustable-rate  mort- 
gages as  well  as  fixed-rate  products.  If  you  want  to  know  how  sig- 
nificant this  has  been,  just  ask  any  mortgage  banker  what  he 
thinks  of  competition  from  portfolio  lenders  in  an  adjustable  rate 
environment.  At  a  recent  FDIC  hearing  on  this  issue,  the  witness 
from  the  National  Association  of  Home  Builders  remarked  that  the 
premium  disparity  "will  detrimentally  affect  the  availability  and 
cost  of  housing  credit."  1 

Q.2.  What  impact  would  a  special  assessment  have  on  the  thrift  in- 
dustry? How  will  it  affect  your  thrift? 

A.2.  The  impact  of  a  large  special  assessment  on  SAIF-insured  de- 
positories should  not  be  minimized.  For  instance,  an  85  basis  point 
special  assessment  will  cost  SAIF-insured  depositories  about  $6.2 
billion.  The  amount  paid  by  SAIF-member  savings  associations  will 
equal  an  entire  year's  earnings  for  the  average  institution.  The  im- 
mediate impact  of  the  payment  will  be  to  reduce  the  industry's  ag- 
gregate capital  by  about  7  percent. 

Extracting  such  a  large  portion  of  the  industry's  capital  will  obvi- 
ously reduce  lending  capacity  until  capital  levels  are  restored,  and 
similarly  reduce  the  capital  cushion  available  to  the  industry.  How- 
ever, the  industry  has  long  been  on  record  that  it  has  the  respon- 
sibility the  capitalize  SAIF  to  required  levels.  The  acceleration  of 
this  responsibility,  as  awesome  and  daunting  as  it  is,  can  be  toler- 
ated by  the  industry,  provided  that  it  is  part  of  a  comprehensive 
financial  solution  that  includes  merger  of  the  funds,  pro  rata  shar- 
ing of  FICO  costs  by  all  FDIC-insured  institutions,  and  establish- 
ment of  a  single  insurance  premium  structure. 

Interestingly,  my  institution,  People's  Bank,  will  not  be  burdened 
directly  by  the  special  assessment  or  a  premium  differential.  Peo- 
ple's is  BIF  insured,  as  are  a  substantial  portion  of  ACB's  member- 
ship. However,  ACB's  membership  collectively  see  the  premium  dif- 
ferential as  not  just  a  SAIF  member  problem. 

The  reason  that  all  BIF  and  SAIF  member  banks  should  share 
the  same  long-run  views  on  the  SAIF  financing  problem  is  simple. 
All  banks  have  the  same  stake  in  a  financially  sound  deposit  insur- 
ance system,  and  the  system  is  only  as  secure  as  its  weakest  link. 
The  public  does  not  differentiate  between  the  two  insurance  funds 
administered  by  the  FDIC,  and  neither  should  policymakers.  To 
compete  effectively  as  a  banking  industry,  and  to  guarantee  integ- 
rity of  the  payments  system  and  credit  availability,  we  must  stand 
together  to  promote  the  common  interest,  including  a  strong  de- 
posit insurance  system. 

Our  thinking  must  be  long-run  and  dynamic,  and  it  must  em- 
brace the  broadest  interests  of  the  banking  industry  and  the  public 
that  it  serves.  Otherwise,  struggling  SAIF  members  will  begin  to 


1  Testimony  of  David  Seiders,  Chief  Economist,  National  Association  of  Home  Builders,  before 
the  FDIC  open  meeting,  March  17,  1995. 
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fail,  particularly  if  they  attempt  to  compensate  for  the  premium 
differential  costs  by  pursuing  riskier,  higher  yield  strategies.  If  that 
is  allowed  to  happen,  I  predict  the  costs  of  large  SAIF  losses  will 
be  visited,  in  the  end,  largely  on  BIF  institutions.  As  a  BIF  bank, 
I  see  it  in  my  ultimate  interest  to  be  part  of  a  larger,  stronger, 
more  vibrant  banking  industry.  The  alternative  is  a  weaker  indus- 
try, less  prepared  to  serve  the  needs  of  ordinary  Americans,  and 
still  saddled  with  the  costs  and  taxes  of  the  past. 

America  benefits  tremendously  from  its  diversity  of  financial 
service  providers.  American  financial  markets  are  unique  in  provid- 
ing the  consumer  such  a  wide  range  of  choices  and  alternatives.  It 
is  not  an  exaggeration  to  say  that  an  important  part  of  America's 
economic  freedom  depends  on  these  alternatives.  By  threatening  a 
key  element  in  the  mix  for  real  estate  finance  and  community 
banking  services,  I  fear  that  the  existing  premium  disparity  poses 
a  significant  threat  to  the  financial  system  and,  in  turn,  the  public 
good. 

Q.3.  Given  the  concentration  of  SAIF  deposits  in  California,  how 
would  you  assess  the  State's  economic  condition  and  future  pros- 
pects? Which,  if  any,  sectors  of  California's  economy  appear  par- 
ticularly vulnerable? 

A.3.  About  a  third  of  SAIF  member  assets  and  deposits  are  in  Cali- 
fornia, as  well  as  a  substantial  amount  of  SAIF-insured  deposits 
controlled  by  "Oakar"  banks  that  are  BIF  members.  The  concentra- 
tion of  assets  and  deposits  in  California  is  a  reflection  both  of  the 
size  of  the  California  economy  and  population  base,  and  of  the  mar- 
ket share  built  by  savings  associations  in  California  when  a  large 
post-war  population  influx  coincided  with  the  development  of  the 
S&L  as  a  mainstay  in  the  growing  market  for  housing  finance.  Al- 
though traditional  savings  associations  prospered  in  all  parts  of  the 
country,  they  found  particularly  fertile  opportunities  in  California. 

The  current  condition  of  the  California  economy  has  no  relation- 
ship to  the  fact  that  thrifts  have  had  great  success  building  and 
maintaining  market  share  for  mortgage  lending,  deposit  taking, 
and  other  community  banking  services  in  the  State.  For  many 
years,  economic  growth  in  California  outperformed  national  trends, 
and  California  banking  institutions  were  beneficiaries  even  as  they 
provided  financial  services  critical  to  community  development. 

More  recently,  the  California  economy  has  lagged  the  Nation, 
particularly  in  southern  California.  The  downturn  was  the  result  of 
the  confluence  of  many  factors,  including  large  cutbacks  in  defense 
spending  which  disproportionately  affected  southern  California, 
and  the  fact  that  California's  long  period  of  economic  growth  had 
begun  to  create  a  climate  of  high  costs  that  left  the  economy  vul- 
nerable to  a  further  business  slowdown.  As  a  result,  relatively  de- 
pressed business  activity  and  large  population  outmigration  has  re- 
sulted in  unusually  weak  markets  for  commercial  as  well  as  resi- 
dential real  estate. 

SAIF  member  institutions  in  California  have  reflected  these 
trends.  For  instance,  in  1994  SAIF  member  institutions  had  an 
ROA  of  61  basis  points  nationwide,  but  22  basis  points  in  Califor- 
nia. However,  California  markets  have  stabilized  and  begun  to  im- 
prove. Even  though  California  continues  to  lag  the  national  econ- 
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omy,  after  its  period  of  readjustment,  it  will  likely  again  be  an  en- 
gine of  national  growth,  and  opportunities  will  expand  for  banking 
companies. 

In  the  interim,  California's  SAIF  members  have  taken  the  man- 
agement steps  necessary  to  restore  financial  strength.  Most  institu- 
tions were  profitable  in  1994  despite  a  lagging  economy  and  hous- 
ing market.  Perhaps  most  importantly,  61  of  California's  87  SAIF 
member  banks  holding  95  percent  of  assets  were  classified  by  Fed- 
eral bank  regulators  as  well  capitalized.  A  further  20  institutions 
were  classified  as  adequately  capitalized,  and  only  6  institutions 
representing  only  1.5  percent  of  assets  were  classified  in  one  of  the 
undercapitalized  categories. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 
FROM  HOWARD  L.  McMILLAN,  JR. 

Q.l.  In  your  testimony,  you  state  that  bankers  view  any  contribu- 
tion toward  the  FICO  burden  as  a  tax  on  bank  deposits.  What 
value  do  banks  place  on  maintaining  the  integrity  of  the  FDIC 
brand  name?  Wouldn't  such  a  contribution  be  a  legitimate  cost  of 
Federal  deposit  insurance? 

A.1.  There  is  no  question  that  maintaining  the  integrity  of  the 
FDIC  is  very  important  to  banks.  That  is  why  the  banking  industry 
stepped  up  to  the  plate  in  1989  with  a  promise  to  rebuild  its  de- 
posit insurance  fiend  without  any  taxpayer  cost.  By  paying  over  $5 
billion  dollars  per  year  for  the  past  several  years,  this  is  exactly 
what  the  banking  industry  has  done.  That  is  the  kind  of  commit- 
ment that  maintains  the  integrity  of  the  FDIC.  We  are  pleased  that 
the  S&L's  have  recently  agreed  to  quickly  recapitalize  their  fund 
as  well  without  help  from  the  banking  industry. 

As  you  know,  Mr.  Chairman,  the  Financing  Corporation  (FICO) 
is  not  part  of  the  FDIC,  nor  is  the  FICO  interest  payment  a  finan- 
cial obligation  of  the  FDIC.  The  FDIC  acts  as  the  administrator  of 
the  payment  of  FICO  interest,  which,  by  law,  is  to  be  paid  by  SAIF 
members.  Protection  against  default  on  the  payment  of  FICO  inter- 
est protects  FICO  bondholders  (FICO  bonds  are  not  backed  by  the 
full  faith  and  credit  of  the  United  States  Government),  not  deposi- 
tors in  banks  or  S&L's.  Requiring  the  banking  industry  to  pay  part 
of  the  FICO  interest  to  provide  protection  for  FICO  bondholders 
would  clearly  be  a  tax  on  bank  deposits.  We  do  not  believe  it  can 
be  characterized  as  a  legitimate  cost  of  deposit  insurance. 

Q.2.  When  the  SAIF's  predecessor — the  FSLIC — became  insolvent, 
insolvent  thrifts  offered  above  market  rates  to  attract  deposits.  The 
bankers  complained  about  this.  By  preventing  SAIF  from  becoming 
insolvent,  are  we  preventing  a  similar  scenario  from  occurring  and, 
therefore,  helping  the  banks? 

A.2.  The  answer  to  this  question  is  no.  FSLIC's  insolvency  was  not 
responsible  for  insolvent  thrifts  offering  above-market  deposit  in- 
terest rates.  Rather,  the  problem  was  that  insolvent  thrifts  were  al- 
lowed to  continue  to  operate.  The  fact  is  that  the  regulators  simply 
did  not  stop  institutions  with  little  or  no  capital  at  risk  as  they 
tried  to  increase  their  assets  to  "grow"  out  of  their  problems.  Many 
thrifts  aggressively  sought  new  deposits,  often  by  offering 
unsustainably  high  rates.  The  result  was  very  rapid  growth  in  the 
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volume  of  insured  deposits  at  insolvent  thrifts  that  significantly 
raised  the  cost  of  the  ultimate  resolution  of  the  thrift  crisis. 

FIRREA  and  FDICIA  increased  S&L  capital  standards,  raised 
S&L  accounting  standards,  prevented  undercapitalized  institutions 
from  using  brokered  deposits,  required  regulators  to  deal  promptly 
with  troubled  institutions  and  required  conservatorship  or  receiver- 
ship before  an  institution  becomes  insolvent.  These  provisions  that 
address  the  regulatory  failure  of  the  late  1980's  are  the  tools  nec- 
essary to  prevent  a  reoccurrence  of  the  payment  of  above-market 
interest  rates — not  any  proposed  resolution  to  the  current  SAIF  sit- 
uation. 

I  would  also  like  to  add  that  we  see  little  danger  that  SAIF  will 
become  insolvent  in  the  near  future  even  if  banks  do  not  pay  part 
of  the  FICO  interest.  The  SAIF  balance  has  been  growing  faster 
than  expectations,  losses  forecast  by  FDIC  for  SAIF  this  year  have 
been  reduced  dramatically,  and  there  is  virtually  no  possibility  of 
recession  in  1996  that  would  cause  a  sudden  increase  in  troubled 
assets.  In  fact,  the  health  of  the  S&L  industry  is  quite  good — high 
levels  of  capital,  low  and  declining  problem  assets,  and  historically 
high  coverage  for  possible  future  losses. 

Q.3.  The  Congressional  Budget  Office  states  in  its  written  state- 
ment that  the  ability  of  SAIF  assessment  premiums  both  to  cover 
FICO  payments  and  to  recapitalize  SAIF  is  tenuous.  Given  that 
opinion,  why  do  you  think  Congress  should  wait  to  take  action  to 
solve  the  SAIF's  financial  problems? 

A.3.  The  evidence  continues  to  contradict  the  doom-sayers.  The 
S&L  industry  is  healthy,  with  strong  capital  and  high  reserves  to 
cover  future  losses.  Moreover,  the  SAIF  assessment  base  has 
stopped  declining — in  fact,  the  assessment  base  grew  in  the  fourth 
quarter  of  1994  and  in  the  first  quarter  of  1995.  As  I  said  in  my 
statement,  Mr.  Chairman,  the  pessimistic  scenarios  of  an  imme- 
diate crisis  that  would  threaten  the  ability  of  the  S&L  industry  to 
meet  its  financial  obligations  to  SAIF  and  FICO  have  simply  not 
materialized. 

However,  despite  these  facts,  concerns  about  the  long-run  stabil- 
ity of  the  SAIF  assessment  base  continue  to  be  raised.  If  the  con- 
cern is  that  the  SAIF  assessment  base  will  continue  to  narrow,  a 
comprehensive  solution  must  look  to  the  long-term  viability  of  the 
thrift  charter  itself.  Capitalizing  the  SAIF  and  spreading  the  FICO 
payment  cannot  be  a  comprehensive  solution,  because  these  actions 
do  not  address  the  issue  of  the  SAIF  assessment  base. 

It  is  therefore  our  position,  as  I  stated  in  my  testimony,  that  a 
comprehensive  solution  must  include  the  elimination  of  the  sepa- 
rate thrift  charter.  We  are  willing  to  work  with  you,  Mr.  Chairman, 
to  design  such  a  comprehensive  solution.  But  we  can  not  support 
partial  solutions  that  simply  use  bank  money  to  shore-up  the  SAIF 
and  pay  FICO. 

I  thank  you  for  this  opportunity  to  clarify  the  ABA's  position  on 
these  important  issues.  It  is  critical  that  the  S&L  issue  be  properly 
defined,  and  that  any  solution  be  comprehensive  and  final.  We  look 
forward  to  continuing  our  discussions  with  you,  Chairman  Leach, 
the  Administration,  bank  and  thrift  regulators,   and  other  rep- 
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resentatives  of  the  bank  and  thrift  industries  to  reach  a  consensus 
on  such  a  solution. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 
FROM  RICHARD  L.  MOUNT 

Q.l.  How  does  your  institution  plan  to  take  advantage  of  the  re- 
duction in  BIF  premiums?  How  many  thrift  competitors  does  your 
institution  face  in  its  market  area? 

A.1.  In  general,  banks  will  use  the  savings  from  the  reduced  pre- 
miums to  provide  more  competitive  banking  services  to  their  cus- 
tomers and  their  communities.  The  specific  competitive  environ- 
ment for  each  bank  will  determine  what  each  bank  actually  does. 
For  example,  some  may  increase  deposit  rates,  others  may  decrease 
loan  rates. 

Saratoga  National  Bank  will  use  the  savings  primarily  to  invest 
in  new  technology.  This  investment  will  allow  us  to  continue  to 
offer  bank  products  and  services  at  competitive  costs,  and  to  offer 
new  services  that  our  customers  desire.  In  our  market  area,  which 
is  the  Silicon  Valley,  a  failure  to  have  up-to-date  technology  makes 
a  bank  unable  to  compete  on  a  cost  basis.  It  also  causes  customers 
to  seek  other  providers  of  banking  services  for  services  that  the 
non-technologically  advanced  bank  cannot  provide. 

Saratoga  National  Bank  also  intends  to  use  a  portion  of  the  sav- 
ings as  a  small  cash  dividend  to  our  shareholders.  As  owners  of  the 
bank,  our  shareholders  should  share  in  the  increased  financial  for- 
tunes of  the  bank  that  are  occasioned  by  the  decreased  costs  and 
the  potential  for  increased  competitiveness  and  service  to  our  cus- 
tomers that  the  premium  reduction  will  bring. 

There  are  approximately  14  thrift  institutions  that  operate  in 
Santa  Clara  County,  which  is  Saratoga  National  Bank's  general 
market  area. 

Q.2.  Why  do  you  suggest  that  Congress  extend  the  recapitalization 
schedule  for  SAIF?  Isn't  this  a  suggestion  for  forbearance? 
A.2.  The  thrift  industry  has  been  profitable  for  a  period  of  time, 
and  projections  are  that  it  will  remain  profitable.  Current  FDIC 
and  CBO  projections  do  not  show  any  major  thrift  problems  in  the 
near  future.  Thus,  there  is  a  window  of  opportunity  to  extend  the 
recapitalization  schedule  that  presents  little  risk  for  lowering  SAIF 
assessments  and  easing  the  burden  on  the  thrift  industry. 

Extending  the  recapitalization  schedule,  and  thus  easing  the  cost 
burden  significantly,  lowers  any  potential  risk  to  the  thrift  indus- 
try, and  thus  any  potential  risk  to  the  American  taxpayer  that 
might  occur  because  of  a  BIF — SAIF  premium  differential. 

If  this  occurs,  the  need  to  impose  a  "tax"  on  the  banking  indus- 
try, and  on  bank  customers,  to  pay  for  the  thrift  problem  is  less- 
ened. The  $600  million  per  year  FICO  "tax"  that  has  been  proposed 
could  be  better  spent  providing  needed  banking  services  to  the 
American  public.  I  also  note  that  the  proposed  $600  million  per 
year  "tax"  will  reduce  the  banking  industry's  tax  payments  to  the 
U.S.  Treasury  for  the  next  24  years.  In  addition,  to  the  extent  the 
payments  make  the  industry  less  competitive  with  the  sectors  of 
the  financial  services  industry  that  are  not  "taxed"  to  pay  for  FICO, 
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industry  profits  will  be  lower,  thus  further  cutting  Treasury  re- 
ceipts from  the  banking  industry's  income  tax. 

The  IBAA  does  not  believe  that  an  extension  of  the  recapitaliza- 
tion schedule  is  forbearance.  Forbearance  implies  that  a  duty  that 
should  have  been  met  was  not  met  through  the  actions  of  the  party 
upon  whom  the  duty  rests,  and  as  a  result  the  time  to  meet  that 
duty  was  extended.  This  is  not  the  case  with  the  capitalization  of 
the  SAIF. 

In  FIRREA,  when  the  SAIF  was  created,  Congress  created  a 
comprehensive  plan  for  capitalizing  a  new  insurance  fund  to  re- 
place the  FSLIC.  This  plan  had  a  number  of  integrated  pieces,  in- 
cluding a  requirement  that  appropriated  monies  be  used  to  capital- 
ize the  SAIF  if  Congressional  projections  fell  short.  If  the  Congres- 
sional projections  of  deposit  growth  in  the  thrift  industry  had  been 
met,  or  if  Congress  had  appropriated  the  money  it  authorized  to  be 
appropriated  in  the  event  those  projections  were  not  met,  the  SAIF 
would  not  be  severely  undercapitalized  today,  and  there  would  be 
no  problem.  Therefore,  IBAA  believes  that  an  extension  of  the  re- 
capitalization schedule  is  only  a  reworking  of  the  original  Congres- 
sional plan  to  account  for  the  difference  between  Congress'  projec- 
tions and  what  actually  occurred. 

Q.3.  Since  many  commercial  banks  hold  GSE  securities — whose 
value  could  fall  with  a  FICO  default — how  can  you  argue  that 
FICO  is  not  an  FDIC  problem? 

A.3.  The  point  we  were  trying  to  make  in  our  testimony  is  that  the 
FICO  problem  is  not  one  for  which  the  FDIC  bears  any  responsibil- 
ity or  has  any  obligation  to  fix.  And  by  extension,  if  the  FDIC  has 
no  responsibility  or  obligation,  the  banking  industry  alone  should 
have  no  such  responsibility  or  obligation.  That  is  why  we  said  in 
our  testimony  that  if  the  political  decision  is  made  to  expand  the 
commercial  banking  system's  responsibilities  to  bailing  out  the 
FICO  bondholders,  then  "the  net  should  be  broadened  to  include 
other  players  such  as  Fannie  Mae  and  Freddie  Mac  who,  as  GSE's, 
have  an  enormous  stake  in  insuring  that  FICO  debt  holders  are 
paid."  The  question  would  appear  to  put  forth  a  proposition  that 
because  a  default  could  cause  a  diminution  in  the  value  of  other 
GSE  securities  which  are  held  by  banks,  the  FDIC  has  a  stake  in 
seeing  that  the  problem  does  not  occur,  as  a  diminution  in  value 
could  cause  expenses  to  the  FDIC.  The  logical  extension  of  this  ar- 
gument is  that  any  occurrence  that  would  lower  the  value  of  assets 
held  by  an  insured  bank  becomes  an  FDIC  problem.  Therefore,  the 
FDIC  (or  the  insured  institutions)  must  rectify  the  problem.  In  our 
judgment,  neither  argument  is  sustainable. 

I  hope  that  the  foregoing  will  allow  you  to  complete  the  hearing 
record  in  regard  to  my  testimony.  If  you  have  any  additional  ques- 
tions, or  need  any  clarification  of  my  responses,  please  contact  me. 
Thank  you. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 

FROM  JUNE  E.  O'NEILL,  DIRECTOR 

CONGRESSIONAL  BUDGET  OFFICE  (CBO) 

Questions  for  CBO  Concerning  BIF-SAD7  Premium  Disparity 

Q.l.  What  would  be  the  impact  of  a  premium  differential  between 
BIF  and  SAIF  on  thrifts'  ability  to  raise  capital  and  the  level  of 
thrift  failures? 

A.1.  Under  current  law,  CBO  expects  that  reserves  in  the  Bank  In- 
surance Fund  (BIF)  will  reach  the  statutory  target  of  $1.25  per 
$100  of  insured  deposits  in  1995.  When  the  fund  is  fully  recapital- 
ized, we  believe  the  Federal  Deposit  Insurance  Corporation  (FDIC) 
will  reduce  premiums  that  banks  pay  for  deposit  insurance  from  an 
average  of  24  cents  to  less  than  4  cents  per  $100  of  deposits.  This 
is  not  the  case  for  savings  and  loans,  however,  with  the  SAIF's  re- 
serves now  totalling  just  over  $2  billion — far  short  of  its  statutory 
requirement — we  estimate  that  thrifts  will  continue  to  pay  the 
higher  rate  until  2002. 

A  premium  differential  of  about  20  cents  per  $100  of  insured  de- 
posits could  hinder  thrifts'  ability  to  raise  equity  capital  because 
the  likelihood  that  they  will  be  less  profitable  than  other  financial 
institutions  might  lessen  their  attractiveness  to  investor.  However, 
to  the  extent  that  the  market  already  anticipates  a  premium  dif- 
ferential, the  franchise  value  of  thrifts  has  already  been  adversely 
affected.  Further  deterioration  in  the  ability  to  raise  capital  is  like- 
ly to  be  modest. 

The  immediate  direct  effect  of  the  premium  differential  on  thrift 
failures  is  expected  to  be  negligible,  given  the  overall  general 
health  of  the  industry  today.  CBO  has  not  studied  the  possible 
long-term  effects  of  this  differential  on  the  thrift  industry,  but  it 
seems  unlikely  that  it  would  substantially  increase  the  level  of 
thrift  failures. 

Q.2.  What  impact  will  a  premium  differential  have  on  SAIF? 
A.2.  Over  time,  the  premium  differential  could  cause  the  assess- 
ment base  of  the  Savings  Association  Insurance  Fund  (SAIF)  to  de- 
cline, as  healthier  institutions  seek  to  reduce  or  eliminate  their  ex- 
posure to  paying  SAIF  premiums  in  a  number  of  ways,  including 
shifting  from  deposit  to  nondeposit  liabilities  or  converting  char- 
ters. As  a  result,  only  the  weakest  and  smallest  thrifts  might  re- 
main insured  by  the  SAIF.  Thus,  although  the  direct  effect  of  a  de- 
posit insurance  premium  differential  is  unlikely  to  trigger  many 
new  thrift  failures,  over  a  longer  term  the  amount  of  SAIF-insured 
deposits  may  shrink  while  concentrating  the  insurance  risk  over  a 
smaller  deposit  base. 

The  SAIF's  reserves  currently  are  growing  very  slowly  because 
nearly  one-half  of  the  premium  income  that  thrifts  pay  goes  not 
into  the  deposit  insurance  fund  but  rather  to  pay  interest  on  bonds 
issued  by  the  Financing  Corporation  (FICO)  to  pay  for  past  thrift 
failures.  The  principal  on  the  bonds  is  secured  by  Treasury  securi- 
ties; the  interest  on  these  bonds — about  $800  million  per  year  until 
2019 — is  paid  from  deposit  insurance  premiums.  With  such  a  large 
fraction  of  the  thrift  industry's  insurance  assessments  being 
drained  to  pay  for  the  FICO  obligations,  only  about  13  basis  points 
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of  the  existing  24-basis-point  average  premiums  that  the  members 
must  pay  contribute  to  the  SAIF's  fund  balance. 

The  ability  of  the  SAIF  assessment  premiums  both  to  cover  FICO 
payments  and  to  recapitalize  SAIF  is  tenuous.  The  CBO  baseline 
does  not  assume  a  very  large  failure  or  a  cluster  of  small  failures. 
Although  an  immediate  crisis  appears  unlikely,  the  pending  dispar- 
ity in  BIF  and  SAIF  assessment  rates  may  erode  the  thrift  indus- 
try's deposit  base  enough  that  the  SAIF  may  not  be  self-sufficient 
over  the  longer  term,  particularity  if  annual  losses  significantly  ex- 
ceed the  $0.5  billion  assumed  in  CBO's  baseline. 

Q.3.  Which  variables,  other  than  the  premium  disparity,  threaten 
the  long-term  viability  of  the  Savings  Association  Insurance  Fund? 
A.3.  The  long-term  viability  of  the  SAIF  will  be  affected  by  com- 
petition from  nondepository  financial  institutions  as  well  as  from 
banks,  and  more  generally,  by  the  same  factors  that  affect  the  over- 
all health  of  financial  institutions — interest  rate  risk,  the  risk  that 
asset  quality  problems  could  increase,  and  regional  and  national 
economic  downturns,  to  name  a  few. 

Thrifts  already  face  competition  from  financial  entities  that  pay 
no  deposit  insurance,  including  money  market  mutual  funds,  mort- 
gage banks,  and  Government-Sponsored  Enterprises  such  as  the 
Federal  National  Mortgage  Association.  If  anything,  this  competi- 
tion is  likely  to  accelerate.  Furthermore,  thrifts  are  likely  to  face 
increased  competition  from  banks.  A  reduction  in  deposit  insurance 
premiums  for  BIF-insured  institutions  will  increase  the  profit- 
ability of  those  institutions  relative  to  SAIF-insured  institutions, 
giving  them  a  competitive  advantage.  Still,  it  is  unclear  how  much 
the  banks'  competitive  advantage  will  be  enhanced  by  these  re- 
duced premiums.  For  example,  banks  may  elect  not  to  pass  the  pre- 
mium differential  savings  on  to  customers  in  the  form  of  higher  in- 
terest rates  paid  to  depositors  or  lower  interest  rates  on  loans.  If 
banks  do  not  pass  along  the  premium  savings  to  depositors,  the 
competitive  pressure  on  thrifts  would  be  mitigated,  although  banks 
would  still  have  a  profitability  advantage. 

Other  factors  could  help  mitigate  risks  to  the  SAIF.  The  advent 
of  interstate  banking  might  accelerate  an  increase  in  bank-thrift 
mergers.  If  the  premium  differential  causes  the  value  of  thrift  char- 
ters to  decline,  thrifts  may  become  attractive  acquisition  targets  of 
banks  wishing  to  expand.  This  could  gradually  stabilize  the  SAIF 
assessment  base,  because  when  a  BIF-insured  institution  acquires 
thrift  deposits,  a  portion  of  the  deposits  of  the  combined  institution 
has  to  be  insured  by  the  SAIF.  These  so-called  Oakar  banks  must 
continue  to  pay  assessments  on  that  portion  of  deposits  to  the  SAIF 
at  the  same  rate  charged  to  other  SAIF-insured  institutions. 

Q.4.  What  are  the  risks  associated  with  the  Congress  taking  no  ac- 
tion during  1995? 

A.4.  There  is  very  little  risk  of  an  immediate  crisis  affecting  de- 
posit insurance  should  Congress  take  no  action  in  1995.  Under 
CBO's  baseline  projections,  which  assume  a  gradual  decline  in  the 
assessment  base  of  2  percent  annually,  we  estimate  that  SAIF- 
members  would  pay  to  the  fund  premiums  sufficient  to  cover  losses 
totaling  about  $0.5  billion  annually,  as  well  as  to  meet  the  FICO 
obligation.  Still,  there  is  a  risk  that  this  projection  could  be  wrong. 
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Losses  could  exceed  the  $0.5  billion  level,  or  premium  income  could 
be  less  than  estimated,  particularly  if  the  deposit  base  declines  pre- 
cipitously. This  would  mean  less  income  would  be  available  to  cover 
the  FICO  payment  and  insurance  losses.  For  example,  several  large 
thrifts  recently  announced  that  they  would  transfer  deposits  to 
BIF-insured  institutions.  A  safety  net  does  exist,  however.  Al- 
though SAIF  is  undercapitalized,  the  FDIC  has  authority,  under 
limited  circumstances,  to  use  Treasury  funds  to  pay  for  insurance 
losses. 

A  major  longer-term  risk  of  taking  no  action  is  the  possibility  of 
a  FICO  default  within  the  next  several  years.  Clearly  the  large  and 
long-term  fixed  cost  of  FICO  debt  service  creates  incentives  for 
SAIF-members  to  seek  ways  to  avoid  this  expense.  If  SAIF's  assess- 
able base  shrinks  sharply,  a  situation  could  arise  whereby  there  is 
insufficient  premium  income  to  cover  the  FICO  interest  payments. 
The  fraction  of  the  SAIF  deposit  base  held  by  Oakar  banks  directly 
affects  the  likelihood  that  premium  income  will  be  sufficient  to 
cover  FICO  interest  payments  because  the  premium  income  will  be 
sufficient  to  cover  FICO  interest  payments  because  the  FDIC  has 
asserted  that  assessments  paid  on  such  deposits  cannot  be  allo- 
cated to  FICO,  but  rather  must  be  deposited  directly  into  the  SAIF. 
While  SAIF's  overall  deposit  base  has  been  shrinking,  the  fraction 
of  the  SAIF  deposit  base  held  by  Oakar  banks — currently  nearly  30 
percent — has  been  increasing.  If  this  pattern  continues  or  acceler- 
ates as  a  result  of  banks  acquiring  thrifts,  a  smaller  portion  of  de- 
posit insurance  premiums  will  be  available  to  pay  interest  on  FICO 
bonds.  Such  a  continued  shift  of  the  SAIF  deposit  base  into  Oakar 
banks  could  precipitate  a  "FICO  crisis,"  wherein  the  amount  of  pre- 
mium income  available  to  make  the  FICO  interest  payments  is  less 
than  those  payments. 

Recent  history  has  shown  that  failure  to  address  financial  prob- 
lems promptly  can  drive  up  the  ultimate  costs  to  the  insurance 
fund.  The  thrift  industry  is  relatively  healthy  right  now,  and  meas- 
ures taken  now  could  avoid  the  necessity  of  more  costly  measures 
several  years  in  the  future.- 

Q.5.  Would  the  inclusion  of  a  proposal  to  recapitalize  SAIF  in  a 
reconciliation  package  be  unprecedented? 

A.5.  Congress  has  used  the  budget  reconciliation  process  to  adopt 
a  number  of  provisions  affecting  the  deposit  insurance  funds.  For 
example,  the  Deficit  Reduction  Act  of  1984  required  all  federally  in- 
sured credit  unions  to  capitalize  the  insurance  fund  by  contributing 
1  percent  of  their  insured  shares  into  the  fund.  The  Senate-passed 
version  of  the  1987  reconciliation  bill  required  the  Federal  Deposit 
Insurance  Corporation  to  expand  the  deposit  base  used  to  deter- 
mine insurance  premiums  paid  by  banks  and  thrifts  to  include  not 
only  domestic  deposits  but  also  any  foreign  deposits  held  by  these 
institutions.  The  Omnibus  Budget  Reconciliation  Act  of  1990  au- 
thorized the  FDIC  to  increase  insurance  premiums  to  protect  the 
insurance  funds  and  to  set  a  designated  ratio  of  reserves  to  insured 
deposits.  Finally,  Title  III  of  the  Omnibus  Budget  Reconciliation 
Act  of  1993  amended  the  Deposit  Insurance  Corporation  Act  to  give 
priority  to  depositors  of  failed  banks  and  thrifts  after  liquidating 
the  assets  of  the  institutions. 


